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WELDON FINANCIAL SERVICE! 


PERSONAL INVESTMENT—Diversification of Investment. The general manager 
of a financial service was requested by a customer to make recommenda- 
tions on his list of investments. The general manager advised a greater 
diversification in investment, suggesting specifically that the customer 
replace part of his stock in a shoe machinery company by some railroad 
and automobile stock, sell half his stock in a cotton manufacturing 
company and purchase public utility stock in its place, and exchange the 
stock of a woolen company for that of a company manufacturing cast 
iron pipe. 

(1924) 

On October 10, 1924, the general manager of the Weldon 
Financial Service received a request from a recent subscriber 
to the firm’s weekly financial forecast for recommendation as 
to his list of investments. The customer, Mr. Paxton, submitted 
the request on the standard form supplied by the Weldon Finan- 
cial Service. His investments were as shown in Exhibit 1. 


EXHIBIT I 
INVESTMENTS OF Mr. PaxTON, OCTOBER 10, 1924 











Shares Stock Price Paid Current Price 
700 United Shoe Machinery Common........... 36 39 
60 Amoskeag Mfg. Company Common......... 105 71 
50 Lancaster Mills Common..............-..: 143 100* 
25 Union Oil of California Common............ 132 132 
50 American Woolen Preferred.........-...--- 102 96 
50 Great Western Sugar Common..........--- go 85 





* Price asked. 


In his experience, the general manager had found that a new 
customer might resent detailed questions and become suspicious 
of the purposes of the firm. Therefore the Weldon Finan- 
cial Service followed the practice of requesting only a minimum 
of information regarding a new customer and of trying to obtain 
further information by correspondence as the customer’s con- 





1 Fictitious name. 
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fidence in the firm increased. Mr. Paxton’s answers to the ques- 
tions asked of him were as follows: 


1, Are you dependent on your income from investments?..... No : 

2. Are you investing primarily for income yield?.............Part of holdings 
3. Are you willing to assume a business man’s risk?.......... Yes 

4. Are you willing to place part of your funds in securities 


which, while they pay no dividends at present, offer great 
possibilities for price appreciation?,.............-..+55 Yes 


The Weldon Financial Service was operated by a general man- 
ager, three assistants, and six clerks. It had been in existence for 
about a year. Customers were sent weekly stock market sum- 
maries, weekly speculative guides, biweekly investment bulletins, 
and biweekly business forecasts. On request, customers were 
given personal advice on their investment problems and reports 
on particular securities. As a rule, requests for personal service 
were received from from 1% to 114% of the customers each day. 
The yearly fee for the entire service was $75. 

The general practice of the firm was to recommend for invest- 
ment only stocks and bonds of the highest grade. No advice was 
issued from the firm without the personal approval of the general 
manager. Upon the receipt of a request for advice on a security 
he had one of his assistants obtain for him all the available facts 
concerning that investment; or, in the case of a security with 
which he was particularly familiar, he replied without further 
research. He based his recommendation on a thorough analysis 
of the intrinsic value of a given security in relation to its price. 
He gave particular weight to the record of a company over a 
period of years; when they were available, he considered care- 
fully the records for several years before the World War. 

In October, 1924, the general manager believed that the trend 
of the security market was upward. The price of industrial 
stocks had declined from January until May but had risen sub- 
stantially by August; in September it had fallen slightly. Interest 
rates on four to six months’ commercial paper had decreased 
steadily from January until September. General business con- 
ditions were favorable to an advance in business activity. The 
production of pig iron had declined from March until August but 
had advanced substantially in September. Bradstreet’s price 
index also had declined from January until July but had advanced 
both in August and September. 
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After examining Mr. Paxton’s investment list the general man- 
ager wrote to him as follows: 


October 10, 1924. 
DEAR Mr. Paxton: 

There are three changes which I would suggest in the list of 
securities submitted. 

First, I would recommend selling half of your holdings of United 
Shoe and purchasing with the fund some Atchison and White 
Motors. Second, I would recommend that you sell half your 
Amoskeag and in its place purchase Consolidated Gas of New 
York. Third, I am in favor of exchanging your American Woolen 
preferred for U. S. Cast Iron Pipe preferred. 

You have too large a proportion of your funds in United Shoe. 
While this company is very sound and ably managed and over a 
period of years the stock will probably be worth more intrinsically, 
it is just a question whether you could not do better than to have 
such a large percentage in this one stock. United Shoe always 
sold high in relation to its earning power. For instance, in the 
8 years ending March 1, 1924, the average net profit for the com- 
mon stock has been equal to only about $3.37 a share. On the 
new basis of leases, the company may make a better showing, 
but it seems to me that for a stock earning around $4 a share and 
paying $2.50 the stock is relatively high at around 39. While 
United Shoe, on account of the stability of its business, may deserve 
a rating as an investment, it seems to me that if I wanted to invest 
money I would invest it where it would be safer and yield as much, 
if not more, than United Shoe and, if I wanted to speculate, I 
would choose something which would involve no greater risk and 
which would have a better chance of appreciation in price. For 
that reason, I suggest lightening up on United Shoe and purchasing 
a stock like Atchison, which is as good an investment stock as 
United Shoe, yields 5.6%, and offers better speculative possibilities. 

Atchison has been earning large amounts for years and turning 
back everything into the property except $6 a year per share. 
Last year it earned $15.43 a share on its common stock. This 
year it is expected to earn over $10 a share. During the last 10 
years the company on the average has earned its dividend require- 
ments about twice over. The policy of putting back large amounts 
into the property has strengthened the position of the road and it 
seems to be only a question of time before stockholders will receive 
a larger return than the present $6 rate. 

The unsettled and abnormal conditions in the cotton industry 
have made it impossible for Amoskeag to show any profits. For 
the year ended June 2, 1923, the company reported a deficit of 
over $2,000,000 after payment of dividends while in the previous 
year it lost $1,875,513. For the year ended May 31, 1924, it 
reported a deficit of $4,337, 931 after payment of dividends. With 
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anything like normal conditions in the cotton industry, Amoskeag 
should be able to report favorable earnings on its common stock, 
but there is no assurance that conditions will improve immediately, 
and for that reason I suggest disposing of part of your holdings. 

In Consolidated Gas you would have a stock selling around the 
same price, paying a larger dividend, and earning it by a sub- 
stantial margin, and one which has more definite reason for advanc- 
ing than Amoskeag. This company is one of the largest public 
utility concerns in the world. It operates in a territory which is 
continually expanding. The $5 dividend has always been earned 
by acomfortable margin. Last year Consolidated Gas earned $7.77 
a share on its common stock and in the previous year, $6.14 
a share. At its present price, the income yield is about 7%. 
The falling rates for money and the excellent record of this com- 
pany indicate that the stock is entitled to sell several points higher. 
In holding a stock like Consolidated Gas you are not assuming 
very much risk and at the same time you have a security which 
offers good chances for price appreciation. Consolidated Gas is 
attractive both from the investment and speculative standpoint. 

While U. S. Cast Iron Pipe preferred is not so seasoned an issue 
as American Woolen preferred, I nevertheless feel that its dividend 
is as secure, and there is the possibility of its advancing a few 
points, as there is a back dividend of around $5 a share which will 
be paid according to a recent decision. Last year, Cast Iron Pipe 
earned $28.93 a share on its preferred stock, or over four times 
preferred dividend requirements. 

Lancaster Mills, Union Oil of California, and Great Western 
Sugar are all good common stocks and should be held. 

Yours truly, 
J. F. JAcKson 
General Manager 


ComMMENTARY: The recommendation that Mr. Paxton’s invest- 
ments be diversified further is undoubtedly sound, but the methods by 
which it was proposed to obtain this diversification are open to serious 
criticism. It is much sounder, for example, to divide the investment 
risk among seven good stocks than to hold ten stocks three of which 
are in industries that do not show real possibilities of growth. 

Diversification of securities to prevent loss is merely a negative 
objective. While this goal is praiseworthy in itself and is necessary, 
especially in the case of estates invested wholly in bonds, a fund in 
common stocks should be diversified not only to prevent loss but to 
obtain a reasonable appreciation. To provide successfully for such 
diversification requires a knowledge of the underlying economic con- 
ditions in the industry so that investments may be made in companies 
or groups of companies that have the greatest natural opportunity 
for growth and hence for appreciation in the value of their securities. 
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A superficial examination of the reported earnings of a company 
often fails to disclose the important economic factors that must be 
known if the selection of securities is to be wisely made. 

It is obvious that a service of this nature for which the entire fee 
for the year was only $75 could not be expected to give individual 
lists the careful attention that they really require. Probably the most 
that could be expected was the recommendation of a few carefully 
selected stocks in the investment and speculative bulletins. This 
type of recommendation, of course, is for the general use of customers, 
so that the stocks usually cannot be selected to fit the specific need of 
any one client. It also should be recognized that a service of this 
nature is practically forced to recommend some purchase in each of 
its bulletins. Even though the manager of the service might be 
convinced that no purchases should be made for a considerable period, 
he could scarcely expect his clients to pay $75 for this advice. Most 
general services, therefore, must be interpreted by the individual in 
the light of his own requirements. 

A comparison of the prices of the securities recommended to be 
held or purchased with prices of the same securities several years later 
would not be of especial significance in determining the value of the 
service. It is to be expected that any investment counsel which finds 
it has made an unwise recommendation will rectify this error by making 
a new recommendation without waiting several years to establish this 
fact. The real question is whether the recommendations were the 
best that could be given at the time they were made. 

Even though the firm admitted that conditions in the cotton 
industry were poor, it made only a half-hearted recommendation 
that a part of the holdings of Amoskeag Manufacturing Company 
common stock should be sold. This compromising attitude in regard 
to holdings in the textile industry, the wide difference in the quality 
of the various stocks to be held, and the large amount of holdings 
in United Shoe Machinery Corporation, The Atchison, Topeka and 
Santa Fe Railroad Company, and White Motor Company common 
stocks compared with a relatively small amount of Consolidated Gas 
Company of New York common stock would indicate that the recom- 
mendations in this instance were not based on as careful an analysis 
of the industries or on as well organized a plan for the individual 
investor as was to be expected. 


August, 1929 Cais Ee 


WELDON FINANCIAL SERVICE! 


PERSONAL INVESTMENT—Speculation in Stocks. The general manager of a 
financial service was asked to make recommendations on a customer’s 
holdings of stock, all of which were held on a margin of at least 50%. 
The general manager, expecting that the trend of the stock market 
would be upward and that business conditions would improve, recom- 
mended the replacement of the securities of companies which were in 
such an unfavorable financial condition that their stocks probably 
would move contrary to the general trend of the market. Some of the 
stocks of doubtful value and uncertain promise, however, he recom- 
mended retaining during the prevailing period of speculative enthusiasm. 

(1924) 


On August 6, 1924, the general manager of the Weldon Finan- 
cial Service received the following letter from the president of a 
retail lumber company: 


DEAR SIR: 

For the past three years I have been a subscriber to another 
financial service. I have invested in various securities, all of 
which I have held on a margin of at least 50%. I have followed 
carefully the advice of this service as to when to buy and when 
to sell, but the results have been unsatisfactory. My experience, 
therefore, has made me somewhat skeptical of investment services. 
I have seen your service advertised, however, and desire to sub- 
scribe for a trial period. 

Approximately one-half my available funds have been invested 
in high-grade bonds which were purchased mostly in 1921. They 
are now yielding a satisfactory interest, and I would be better off 
had I placed my entire funds in the same securities. These bonds 
are held outright. I enclose a list of the remainder of my securities 
[Exhibit 1], most of which were purchased in 1921 and 1922, 
although I have made a few changes since that time. 

Will you kindly advise me as to any changes that you think 
I ought to make in this list? 

Very truly yours, 
H. R. PINKERTON 


In August, 1924, the general manager of the Weldon Financial 
Service expected that the trend of the stock market would be 
upward and that business conditions would improve. The trend 





1 Fictitious name. 
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of the market had been downward from January until May, but 
had turned upward slightly in June and more substantially in 
July. Interest rates had been declining each month during the 
year, and in August money conditions were easier than they had 
been at any time in several years. General business had been 
dull during the first part of the year. Pig iron production, after 
an increase in March, had declined substantially, and unfilled 
orders of the United States Steel Corporation had been declining 


EXHIBIT I 
List oF H. R. PINKERTON’S INVESTMENTS, AUGUST 6, 1924 











Price | Current 
ee pio Paid Price 
200 Missouri, Kansas & Texas Common.................. 14 15 
TOOMMOOULHErM allway Commons ers ene ee ee 67 64 

BOme baltimore rac Oi @ OMInonenny tr nnier ty) sae eet 49 63 
100 Chicago, Milwaukee & St. Paul Common............. 14 16 
too Chicago, Milwaukee & St. Paul Preferred............. 41 25 

FoOumGreateNOLthern brererredi mmr. ne act ees ees een ee 79 65 
too Chicago, Great Western Preferred................... 1544 17 

Bou Union#Eacitic/Commonty. aa nree ns eee 119 I4I 

POMPALCHISONs yal OMmmMOn tener aera See rons: 82 105 
Toom brooklyn, Manhattan Common. 3... 0082s. aac 15 27 
2OOmeW Llys Overland omimnone nn een rare rene caer II 8 
TOOMMINU GOT WLOLOrS COMMON ere oars nits eee tes 26% 22 

Pome Chandler @ommon ae qaeatnue a es oiinn nen ror ever es 76 49 
ToomnGenerale Motors Commoniee gerne te ae en ss i 15 

FomeDurantion lndianas © Om lm ONbme wa ier rrt rates cana 16 18 

Ro)» Ines Mads (CoutinGrny ob 5 dad dad soda tite craton moo axes 28 II 
DOOMEKCClly opring elds Commoner ieee reese eee 3214 15 

Ome GoodrichiCommon maa clin ira teense elt ee 38 23 

fer JeabnreOull (Crapamlaneyel, ya onaunenoapooscousvonouamecne y 32 24 
TOOMEOINC Ait Oil Commonin meaaeensae mee keene 34 7 
soo ‘Transcontinental Oil Common....................-.. 634 5 
ioo California Petroleum Common....................5.. 2314 23 
550 Middle States Oil Common......................-..- 834 1% 

so Anaconda Copper Common..................-.5+.. 55 36 

20 Inspiration Consolidated Copper Common............ 36 26 
200) Ray Copper Common. ono... a. eee 10% 13 
zoo Seneca Copper Common............---+s++se sees. 934 2 

so Republic Steel Common)... 00.50. 0c eb bee cree eas 53814 48 

50 Miami Copper Common............-+.0-ssssseseaes 20 24 
100 Cerro de Pasco Copper Corporation Common......... 45 45 

so Nevada Copper Common,..............-+..+++s505- 2) 14 

so American Smelting Common............-+....+..... 42 70 
100 Tenn. Copper & Chemical Common................-: 14 9 
200 Cuban American Sugar Common.................... 3434 31 
200 Cuba Cane Common........... secaedenad Dull uaten siege 154 14 

so American International Corporation Common......... 26% 26 
ToOoMme@entral Leather, Commons ona ten ane es on 25 14 
100 Radio Corporation of America Common............. 5% 5 


ee a See 
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steadily. Bradstreet’s price index, however, had increased 
slightly in the latter part of July and the first part of August for the 
first time since the end of 1923. The general manager expected 
that the advance in security prices would be followed by an 
improvement in general business conditions. 

He examined Mr. Pinkerton’s list, therefore, with a view to 
recommending the sale of securities of companies which were in 
such an unfavorable financial condition that their stocks might 
move contrary to the general trend of the market, and to recom- 
mending the purchase of securities of companies which were in 
a sound financial condition. He then wrote as follows to Mr. 
Pinkerton: 


August 16, 1924. 
DEAR Mr. PINKERTON: 

I have examined your list submitted recently with your mem- 
bership in this Service. I can hardly blame you for your skepti- 
cism in regard to financial services. I hope that your experience 
with us during the term of your enrollment will be such as to 
justify confidence in us. Our method of making money in the 
market differs considerably from that of the other services. They 
apparently believe that “when to buy” is the primary consider- 
ation and that, if we are in a cycle of rising prices and enough differ- 
ent stocks are purchased, profits will be made. 

Our theory is that ‘what to buy” is the fundamental considera- 
tion. Only after careful study and analysis do we recommend 
the purchase of a stock. We hesitate to advise the purchase of 
securities which may go up because of rumors, but which we know 
are not entitled to advance. We feel that more money can be 
made by purchasing good, sound securities which study shows are 
intrinsically cheap and which we know have some justification 
for selling higher. 

It was by adopting this method that we were able to put our 
members into such stocks as U. S. Cast Iron Pipe at 27, Southern 
Railway at 30, the Erie issues at 11, 17, and 15 respectively, 
Consolidated Gas at 57, Hudson & Manhattan at 11, Hudson 
Companies preferred at 14, and a host of others too numerous to 
mention. Of course, we are not infallible, and occasionally a stock 
does not act as we believe it will, but in a general way our method 
a been successful and we hope to be able to convince you to that 
eitect. 

You now hold a number of highly speculative stocks, some with 
promising possibilities and others with doubtful possibilities. The 
ones in the latter category include Lee Tire, Kelly Springfield, 
American International, Central Leather, St. Paul common and 
preferred, Goodrich, Great Northern, Chandler, Chicago Great 
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Western preferred, Seneca, and Middle States Oil. These stocks 
represent companies which were badly hurt in the business depres- 
sion following the termination of the war and which have not yet 
shown any real ability to come back. 

Out of this list, perhaps the rubber stocks are the most promis- 
ing. For the last four years most rubber companies have been 
compelled to take some very substantial losses. At various times 
during that period it seemed as though the industry had turned 
the corner, but that proved only temporary. In the first six 
months of 1923, for instance, Kelly Springfield and other rubber 
companies reported good earnings, and it appeared that a good 
balance would be earned for the year. Yet, in the last six months, 
earnings fell off substantially and not only were earlier profits 
wiped out but deficits were reported for the year’s operation. We 
are now in a stage when the industry is again beginning to show 
improvement, but whether that will be permanent or not it is 
too early to forecast. I would advise continuing to hold these 
rubber stocks and awaiting future development in the industry. 

I would not recommend holding Central Leather. This com- 
pany, as you know, made a lot of money during the war but has 
lost all that and more since, and I can see no reason for judging 
it by any but prewar standards. Before the war, Central Leather 
appeared high around 20. If you sold it and purchased in its 
place some Sinclair Oil to average your present holdings, I feel that 
this would be making a good move. 

In order to recover the losses you have in some stocks it will be 
necessary to speculate, and in holding a speculative issue it is best 
to have one with possibilities such as Sinclair. As for Central 
Leather, I cannot become at all enthusiastic about its possibilities. 

I would advise selling St. Paul common and preferred and in 
their places purchasing 100 shares of Missouri, Kansas & Texas 
preferred. The future of St. Paul is altogether too uncertain. 
While it may show some recovery from current levels, it is highly 
speculative. The showing of St. Paul has been below that of the 
average railroad, and it is problematical what the company will 
do next year with something like $47,000,000 of bonds maturing. 
Last year, St. Paul showed earnings of around 18 cents a share 
on its preferred stock but in 1922 it lost over $6,000,000 and in 
1921 reported a deficit of over $11,000,000. The showing last 
year was far below that of the average railroad. Missouri, Kan- 
sas & Texas, for instance, in 1923 earned $10.89 a share, and 
promises to exceed that figure this year. _ 

By this shift you would have, in my opinion, a sounder security, 
representing a road whose future is more certain than that of St. 
Paul. 

Although we are not favorable to the northwestern rails, we 
would not advise disposing of them now. Conditions in the West 
are improving, and the rise in grain and wheat has stimulated 


Il 
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business in that section. We are watching the roads in that terri- 
tory closely and, if at any time we feel that our members should 
relinquish their holdings in them, we shall advise them through the 
regular weekly bulletins. 

T would recommend shifting from Chandler Motors into White 
Motors. The latter is selling only a few points higher than Chand- 
ler, yet its showing for the last year and one-half has been much 
more satisfactory. White Motors pays $4, but last year earned 
$13.80 a share on its common stock, almost three and one-half 
times dividend requirements. Chandler, on the other hand, just 
barely earned its $6 dividend in 1923. For the first six months 
of this year, White Motors earned over $6 a share while Chandler 
earned around $4 a share. Chandler has long been selling rela- 
tively higher than other motor stocks on the basis of the earnings it 
has shown. Last year, White Motors earned almost twice as much 
as Chandler, yet there is only a spread of about 8 points between 
the prices of the stocks. 

Chicago, Great Western preferred is, of course, a gamble, but 
in view of the low price you paid for it I would continue to hold 
it, particularly since I believe we are in a period of rising prices 
for railroad stocks, which will probably carry them all up. 

With these few changes, your account would be straightened 
out for the time being. Before this bull cycle has run its course 
I think you should go through the list and clean out the dead wood. 
I would hesitate to go through that process now because, as I say, 
the speculative enthusiasm now prevailing will probably result in 
all stocks advancing more or less. There will come a time, how- 
ever, when you should sell all the stocks of doubtful value and of 
uncertain promise and reinvest the funds in stocks of companies 
whose futures are assured and which we know are intrinsically 
cheap. 

Yours truly, 
J. P. Jackson 
General Manager 


ComMENTARY: The statement that what to buy is a more funda- 
mental consideration than when to buy is undoubtedly true. Securities 
of the leading companies that are excellently managed and that are 
in growing industries can be expected to show appreciation over a 
period of years; even though they decline somewhat in price after 
they are purchased, the growth of these companies eventually should 
compensate for this loss. Weak securities purchased during a period 
of rising prices often fail to show the appreciation evidenced by the 
outstanding companies of the country. When the stock of a weak 
company does show marked appreciation, the gain from this increase is 
obtained only at the expense of considerable risk. 
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Both successful investment and successful speculation require 
sound information, the principal difference being that in speculation 
more risk is assumed. The successful speculator frequently carries 
good investment stocks on margin rather than buying them outright 
or purchases securities of growing companies in new industries which 
have great promise for the future but which have not as yet become 
seasoned enough to warrant classifying their stocks as investments. 
The purchase of weak securities that may appreciate in value with 
the general market or the price of which may be increased by some 
pool action resembles gambling more than intelligent speculation. 

Whether individual recommendations would have proved wise 
in the long run can readily be ascertained by a comparison of the prices 
of these stocks at the time they were suggested for purchase with sub- 
sequent values. Probably no service has ever been able to show a 
perfect record, but there is serious doubt that this service was following 
a sound general policy that would give it the largest possible number of 
successful recommendations. Advice to delay the sale of securities 
of doubtful value or uncertain promise is not sound. The risk of 
holding such securities is great. An analysis of those stocks which 
have shown a steady appreciation and which in the long run have 
increased the most in value shows that they are those of the leading 
companies in growing industries. 

This service, therefore, should have recommended the immediate 
sale of the securities with a questionable future and should have 
advised the purchase of stocks of companies “whose futures are 
assured and which we know are intrinsically cheap.” 

August, 1929 C. E. F. 


BADHAM v. WILLIAMS! 


Prorits—Determination of, under Partnership Agreement. By a partnership 
agreement between two lawyers, it was agreed that from January 1, 1885, 
one partner should receive one-fourth of the profits for the next five years 
and after that one-third of the profits each year during the life of the 
partnership. Until the partnership was dissolved in 1899, no division of 
the profits had been made. At that time, the question arose whether 
the actual receipts of each year were to be considered in ascertaining the 
profits of the firm for that year, or whether money received subsequent 
to 1885 for work done previous to that year should not be included in 
the division of profits. In a summons brought by one partner, the 
court decided that all the receipts and expenses of each year, irrespective 
of the date of the work paid for, should be considered in ascertaining the 
profits of that year.? 

(1902) 
By a partnership agreement, dated the 22nd July 1880, made 
between Mr. G. Badham and Mr. E. W. Williams, solicitors, it was 

(inter alia) agreed as follows: 


1. Mr. Williams is to receive £300 per annum up to the end 
of the year 1880, £350 per annum for the following two years. 
From the first January 1885 (in lieu thereof) Mr. Williams is to 
receive one-fourth of the profits (if the business shall have realized 
a net profit of not less than £1,600 per annum in the meantime) 
for the next five years, after that one-third of the profits. 


This partnership was dissolved in August, 1899. 

It appeared that no division of the profits had ever been made, and 
in taking the partnership accounts the question was raised whether 
the actual receipts and payments for each year were to be taken for the 
purpose of ascertaining the profits of the firm for that year, or whether 
moneys received subsequently to the year 1885 for work done previous 
to that year, when Mr. Williams first commenced to be entitled to a 
fixed share of the profits, should be considered as belonging to Mr. 
Badham and not as profits of the firm. 

This was a summons taken out by Mr. Badham for the decision of 
the above question. 

Renshaw, K.C. and Stewart Smith for Mr. Badham.—Mr. Williams 
was only a salaried partner before the year 1885. He ought not to be 
entitled to share in profits made in previous years in addition to having 
drawn his fixed salaries in those years. 

Warrington, K. C. and Ashworth James for Mr. Williams. 


1 86 Law Times Reports 191 (1902). 
* Headnote by Graduate School of Business Administration. 
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KEKEwIcH, J.—This is a short question to be shortly disposed of, 
but it is one of considerable importance. Mr. Renshaw has just now 
put it in the very strongest possible way. He says draw the line at the 
end of the year 1884, and start entirely afresh—that is to say, treat it 
as a new partnership commencing from the 1st January 1885, and then 
as to what would have been done by Mr. Badham in 1884 the profits 
arising from that must belong to Mr. Badham. That is so according 
to my view. That must be so; but the fallacy is that it is not a new 
partnership. The partnership commenced many years before then, 
and what we are dealing with is merely a rearrangement of the division 
of profits from the rst January 1885, when Mr. Williams receives his 
one-fourth share of the profits. It could not be contended that he was 
then still a mere salaried partner. I daresay it would be put so by Mr. 
Badham whether any profits were earned or not; but even if that were 
the proper construction of the agreement, what he is to receive at the 
end of the year from Mr. Badham is a certain amount. It is a partner- 
ship commencing with the written agreement and continuing into 
1885. If I could adopt the view which Mr. Renshaw has put before 
me on behalf of the plaintiff, that you should draw the line entirely at 
that date and start afresh, not only should I take a different view from 
what I now take, but I should take it from the very reasons which urge 
me to take the view which Iam about to express. It is quite true that 
a solicitor’s business differs from the business of any trading concern. 
It is a business which we need not describe, and which we all know 
stands quite alone. But for the division of profits a solicitor’s business 
must be regarded just as any other business concern, and it must stand 
on the same lines (so it seems to me) as any ordinary trade or business. 
There are no doubt many ways of testing it. You may test it with 
regard to the returns made for income tax, or you may test it for the 
purpose of division of profits between partners, and you may test it 
in many ways. But one must not decide too hastily, and consider the 
returns of income tax, because those are governed by law independent 
of the partners, whereas the division of profits between themselves is a 
matter entirely of agreement between the partners, and if they please 
they can consider as profit made in any given year, profit which is not 
really attributable to that year. Take the hypothetical case of the 
first year of a partnership, which, of course, cannot, as a rule, be a 
profitable one in the sense that there is something coming in represent- 
ing profit in that year. The system of credit which prevails in all 
businesses and trades prevents the possibility of a large porportion of 
profit being made in the first year of any concern. Supposing at the 
end of the first year the two partners, whether solicitors or traders, say: 
““We have had a very good year, we have not got much money at the 
bank, but it is coming in, and most of it will come in in the next three 
months—there is no reason why we should not divide as profits a con- 
siderable sum, and, in order to divide it as profits, why should not we 
draw upon our bankers?” ‘There is nothing dishonest in that, and 
nothing contrary to ordinary commercial morality, and certainly noth- 
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ing contrary to ordinary commercial practice. A man might consider 
that he was fairly entitled to divide profits and put into his own pocket 
a sum formed upon an estimate of business done—the money coming 
from the business done in the year first closed. But would that be 
properly the profits of the year? It seems to me that in the absence of 
special agreement the profits of the year must necessarily be the receipts 
of that given year after the expenditure and whatever else in the way of 
depreciation fund and so on applicable to the particular case is set 
against it. In the absence of a special agreement, I do not see how any 
accounts could otherwise properly be taken on a real footing, and, in 
the absence of special agreement, I venture to say that no accountant 
would audit accounts so as to show a profit on that mere footing; you 
may provide by estimate for it, but of course that requires, to my think- 
ing, a special agreement. If you have no provision for an estimate, then 
you must take the actual facts. What is true of a trading concern is 
true of businesses which are not business institutions. Take haphazard 
such an institution as the Zoological Society of London, which, of course, 
cannot earn profit. Would it be possible for them to make out an 
account for the year 19o0r on the footing that many subscribers had 
failed to pay, and that therefore the moneys which they ought to have 
paid in r901 should be treated as receipts for that year? The total 
assets which you might have made you may estimate, but you cannot 
treat as received for the purposes of ascertaining the balance due, 
moneys which ought to have been paid in 1901, but which have not 
been paid. Although in the example I have taken there could be no 
question of profits, yet the same principle applies to the accounts here 
in the absence of special agreement. There are several cases of recent 
date in which the question has arisen of what a company ought to divide 
as profits, and that is because there is a power which sometimes exists 
or generally exists to estimate the profits earned for the purposes of 
giving the shareholders immediately a proportion of that which accord- 
ing to a fair estimate would otherwise come into the accounts of the 
next year. There have been many learned discussions lately, and I 
suppose there are likely to be more, as to what may fairly be brought 
into account in that way for the purpose of division of profits, but, in 
the absence of anything of that kind, if it isa mere question what were 
the profits made in a particular year, it seems to me that the duty is 
to ascertain what cash has been received and what cash has been 
expended, and, if that is fairly done, you know the profits of the year. 
If there is a large outstanding liability which cannot be settled, the 
partners will estimate that, and it will not be considered as part of the 
profits. If there is a large outstanding possible loss, and there is a large 
sum due to a client, then you would provide for that. But in ascer- 
taining what is really actually divisible for the year fairly, you take the 
cash account as it stands, and really that is the principle, of course, of 
income tax returns. The income tax return is a return of the actual 
receipts less such expenditure as is properly chargeable against those 
receipts. Putting it in a concrete sense, you may ask a man whether 
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he has had a good year. He says: “Yes, I have had an excellent year, 
but unfortunately those with whom I have been dealing have not paid 
up, and consequently I find a little difficulty in meeting my Christmas 
bills.” But that does not prevent your having a good year in the sense 
of having done a large amount of business. But of course it makes a 
great deal of difference if you consider it with a view to the money 
he has available, and if he is asked what he has to divide he would be 
bound to say: “TI have very little to divide. I have very little where- 
with to pay, but next year I have every reason to hope from the business 
done that it will be better.” Now, taking another example. A mer- 
chant in London consigns a cargo to some foreign port for sale in 1901. 
Suppose the payment is made by bills perhaps at six or three months, 
it may run into 1902. Now, are they to treat that as concluded in 
Igor, and consider that business as attributable entirely to 1901 when 
the bills may not be met at maturity? Are they to consider those as 
so much cash for the purposes of that business? It seems to me that 
that would be entirely wrong in the absence of a special agreement. 
For the purposes of the balance sheet, no doubt, they would estimate 
that there is an outstanding asset which they hope to realize; but for 
the purpose of ascertaining the profit and loss—that is to say, what is 
to be divided—it seems to me that they must consider only what they 
have received, because those bills will only come in when met at maturity 
in 1902. I am bound to consider this simply apart from any special 
agreement, because here all I have is that Mr. Williams is to receive 
a fourth part of the profits and nothing more. Is there any special 
agreement about that in the plaintifi’s favour? ‘There is certainly 
none. I do not think myself there is anything on the evidence to show 
that a special agreement establishing the practice would help the 
defendant. ‘There is certainly nothing to help the plaintiff. That 
fact being so, I must decide the question quite apart from any practice 
which prevails, supposing practice could affect it. It seems to me on 
that, that although I quite see that it introduces difficulties, and 
that a line has to be drawn for certain purposes, and that the result 
of drawing that line in the way I do gives Mr. Williams a share of the 
profits in the business really transacted by Mr. Badham alone, he being 
the only responsible partner in the firm, nevertheless, treating it as 
a partnership which commenced as it did from the date of the written 
agreement, I think the general principle must apply. I shall give 
directions to the master that in taking the accounts he must consider 
the sums received and the sums expended in each year only for the 
purpose of ascertaining the profits of that year. 

ComMMENTARY: It should be noted that this is an English case, 
decided in 1902, upon the principle that there is no contractual relation 
between lawyer and client. Since this relation is contractual in the 
United States,* this discussion will be based upon the present American 
practice. 

36 C_J. 718. 
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The decision in this case is contrary to that which would be reached 
by American accountants today. It also is seen by the judge to 
introduce difficulties, for he remarks that it “gives Mr. Williams a 
share of the profits in the business really transacted by Mr. Badham 
alone, he being the only responsible partner in the firmed 

As to the business done prior to 1885, when Mr. Williams first 
began to share in the profits, it must be assumed for purposes of this 
discussion that every case handled and completed resulted in a binding 
obligation for the client to pay the fee, provided it was reasonable, 
since this is the American practice. Such claims of the law firm 
against its clients were just as much a property or asset as cash would 
have been if it had been received immediately. The growth of the 
assets through the increase of the claims would cause a correlative 
increase in the equity of that one of the partners, Mr. Badham, who 
was entitled to the profits prior to 1885. Therefore, since the asset 
was there prior to 1885, the profit, or increase in the proprietor’s 
equity, was there also. 

The fact that the accounts receivable from clients for work done 
prior to 1885 might not be converted entirely into cash, because of 
inability or other failure of the clients to meet their obligations, would 
not affect the determination of the profits, except for the fact that a 
reasonable allowance should be deducted from the profits to provide 
for these bad debts. A reasonable amount could be determined by 
the experience of the legal profession. In cases where it is impossible 
to make a reasonable allowance for bad debts because, for example, 
of lack of experience or statistical data, the profits are, of course, 
regarded as existing but quantitatively indeterminate for the time 
being; and it is necessary to postpone distribution of them until, by 
the process of converting them into cash, the degree of collectibility 
becomes established. Since this particular case was before the court 
in 1902, it would have been possible to deduct the actual bad debts 
for the period preceding 1885, for they were then known, so that the 
profits could have been found without the necessity for an estimate. 
This procedure would have been even more equitable than determining 
a reasonable allowance for bad debts. 

When finally determined, these profits belonged to the period 
prior to 1885, the period in which the contractual relation between 
lawyer and client was consummated. Accounting and equity would 
say that, in view of the existing partnership, a reasonable proportion 
of the total fee for each piece of work begun but unfinished prior to 
1885 should be allocated to the period preceding 1885. Barring 
failure of the lawyers to complete this work in a reasonably satisfactory 
manner, part of a valid claim or asset was in existence before 1885, 
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and the correlative profit was there with it. This correlative profit 
should have been added to the other profits belonging exclusively to 
Mr. Badham. 

The profit and loss statement is a detailed and orderly summary 
of the fluctuations in a proprietor’s equity during a period, from 
ordinary and usual business operations of that time. It contains 
practically the same information as the nominal accounts which are 
closed into the summary Profit & Loss account at the end of the fiscal 
period. The net result is added to the proprietor’s equity if the 
business has been profitable, or subtracted from it if the business has 
been unprofitable. The extraordinary and unusual profits or losses 
of a business usually are added directly to or subtracted directly from 
the proprietor’s equity without going through the same channels as 
the ordinary profits and losses, since it is generally convenient to com- 
pare the ordinary operations of each of the years in order to note the 
trend of the business. The balance sheet is a statement of assets and 
equities. All the assets and all the equities, including the equity 
of the proprietor or proprietors, as the case may be, appear upon it. 

In this case the judge seems to sense that there is an asset, in the 
form of the accounts receivable, which would appear upon the balance 
sheet, for he says, “For the purposes of the balance sheet, no doubt, 
they would estimate that there is an outstanding asset which they 
hope to realize.” But he does not understand that this increase in 
the assets must be matched by a corresponding increase in the proprie- 
tor’s equity, which in this case is the profit, or his balance sheet will 
not balance. His proposition that the assets be included on the balance 
sheet but that “for the purpose of ascertaining the profit and loss— 
that is to say, what is to be divided—it seems to me that they must 
consider only what they have received,” is impossible from an account- 
ing point of view. American accountants would feel that the decision 
in this case would give to Mr. Williams moneys that rightly belonged 
only to Mr. Badham. 

In an established concern having a fairly steady volume of business 
and cash receipts from year to year, the bad debts may be in direct 
relation to cash receipts over a period of years. In such a case the 
cash basis may be in close accord with the accrual basis and for that 
reason the cash basis may give approximately correct results, with 
little injustice. Under other circumstances the accrual basis is usually 
more equitable. 

May, 1928 ee Wot 


GIRARD GROCERY Company! 


WHOLESALER—GROCERIES 


Diviwenps—Declared on Current Earnings Despite Previous Impairment of 
Capital. A wholesale grocery firm, which had sustained a serious impair- 
ment of capital in 1920, in the following year showed a net operating 
return. Although the return was small in comparison with the impair- 
ment suffered, the directors declared dividends on the strength of the 
current earnings. They continued to follow this policy until 1926, when 
the company became a bankrupt. In an action brought against the 
directors by the trustee in bankruptcy to compel return of the funds 
paid out as dividends, the court decided in favor of the trustee, conclud- 
ing that the earned profits “‘reduced the impairment, and the declaration 
of the dividend again impaired the capital to the extent of the dividends 
declared.”” When the case was appealed, the Supreme Court of Pennsy]l- 
vania upheld the decision of the lower court.’ 

(1928) 

The Girard Grocery Company, a wholesale grocery firm 
of Philadelphia, Pennsylvania, became a bankrupt in 1926. 
Among the steps taken by the trustee in bankruptcy in settling the 
affairs of the company was an attempt to compel its directors to 
return certain funds which had been paid out as dividends. The 
dividends in question were alleged to have been wrongfully 
declared by the directors of the bankrupt corporation, on the 
ground that the financial condition of the company as of the date 
of their declaration was one of a capital deficiency. 

A serious and admitted impairment of capital had been 
sustained by the Girard Grocery Company in the year 1920. The 
years immediately following had, however, disclosed a net operat- 
ing return, although it was small in comparison with the impair- 
ment mentioned, and the directors had declared dividends on the 
strength of the current earnings thus indicated. This action, 
consistently repeated year after year from 1922 to 1926, was 
later defended by the argument that the impairment of the capital 
of the company had ‘‘occurred prior to the declaration of the 


' Adapted from Branch v. Kaiser, et al., 140 Atl. 498. Supreme Court of Pennsyl- 
vania, January 3, 1928. 
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dividends in question, and all that the directors had done was to 
fail to reduce the impairment that existed.’”’ The attitude of the 
trustee was that the current profits should have been devoted to 
the reduction of the capital deficit. As was said by the first 
court in which the action was tried: “The earned profits . . 
reduced the impairment, and the declaration of the dividends 
again impaired the capital to the extent” of the sums disbursed 
in their payment. This first court of trial, as might be gathered 
from the portion of its opinion quoted, decided in favor of the 
trustee in bankruptcy. The case was appealed, and most of the 
opinion of the court of appeal is given below: 


The corporation in question, known as the Girard Grocery Company, 
was incorporated in 1908 under the laws of this commonwealth, for the 
purpose of carrying on a wholesale business principally in groceries and 
food products. The stockholders were confined to retail grocers to 
whom the company sold goods, the business accordingly being carried 
on in the nature of a cooperative organization. ‘The original capital 
was $175,000, later increased to $1,000,000, divided into 10,000 shares 
of $100 each, of which there was issued and outstanding at the time of 
the bankrupt proceedings, stock to the aggregate value of $441,800. 
The business was prosperous from the start and by the year 1920 the 
corporation had accumulated a surplus of assets over liabilities of 
approximately $171,000 and for a number of years, up to 1920, had 
declared and paid dividends. In that year, however, it met with finan- 
cial disaster, suffering a loss of $1,000,000, due, as claimed by respond- 
ents and admitted by the trustee, not to mismanagement, neglect, or 
wrongful practices on the part of the directors, but to a condition in the 
market for certain commodities, chiefly sugar and food products, which, 
to supply the demands of customers, it had bought outright and con- 
tracted for future deliveries, at the then prevalent high prices, but 
these suddenly enormously slumped, particularly sugar, large quan- 
tities of which the company had bargained for, in addition to immediate 
purchases, at prices ranging from 26 to 28 cents a pound, and which 
suddenly dropped to as low as 514 cents a pound, entailing in this one 
item a loss of $500,000. A similar amount was lost on purchases of 
food products. This occurrence culminated during the fiscal year of 
the company between July 1, 1920, and June 30, 1921. It was a post- 
war condition in the market which the directors could neither foresee 
nor prevent. 

From inception of the corporation toits bankruptcy in 1926, respond- 
ents were continuously directors of the corporation, Kaiser being also 
president and Schoch holding the office of secretary. 

It is averred in the bill of complaint, and not denied in the answer 
of defendants, that as a result of the $1,000,000 loss in 1920, the cor- 
poration became in fact insolvent and the capital wholly or in part 
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impaired and dissipated. Up to 1920, the affairs of the company had 
been carried on prosperously, and the heavy loss of that year was in 
nowise attributable to neglect, mismanagement, or illegal practices 
on the part of the directors. At this point, respondents, who had the 
active management and control of the business, committed an error dis- 
astrous to them in every respect. Instead of acquainting the stock- 
holders with the actual unstable financial condition of the corporation, 
for which they were blameless, facing the publicity of the unquestioned 
insolvency, of which they certainly had knowledge, and setting about 
for a legal adjustment of affairs, they deliberately adopted and put into 
practice a bold and reprehensible system of deception, designed to 
conceal the insolvency from the stockholders and the public with the 
expectation of recouping, by means of future business, the loss of the 
$1,000,000, and thereby again place the company upon a sound financial 
standing. ‘The situation was desperate, of course. There was prac- 
tically no longer a surplus, and a manifest impairment of capital 
existed. 

Respondents exercised a practically exclusive supervision over and 
management of the company’s business and financial transactions, and 
in this situation appear to have experienced no difficulty in putting 
into effect their plans for an effective concealment of the loss of 1920 
and to enable the company, as they hoped, to emerge financially rehabil- 
itated from its troubles. These plans included false overvaluation of 
assets, refraining from notice of the $1,000,000 loss in their reports, a 
presentation of false annual statements, and a diversion into dividends 
of profits that should have been applied to lessening the capital’s impair- 
ment. A summary of these practices will show the extent and method 
of their operations. Beginning with the close of the fiscal year of 1921, 
they made no record in the company’s books of the $1,000,000 loss, 
gave no notice of it in their annual report, and merely noted in that 
report a deficit of $22,756.87. In addition, they presented inflated 
inventory sheets, giving to the actual merchandise the company had on 
hand a cost valuation, when in fact the value had enormously decreased. 
The same methods of concealment, misrepresentation, and fictitious 
inventories were continued during the years down to and including 
1925. 

These methods and practices, as set forth in detail in the bill, are 
frankly admitted in respondents’ answer, with the explanation, or 
excuse, that “the increase in the item of inventory was made with the 
intent and purpose of carrying on the business of the said Girard Grocery 
Company for the benefit of its stockholders.” It is doubtless true that 
such was the actuating motive impelling respondents to resort to their 
fraudulent misrepresentations and concealments; it was, however, a 
practice which safe and honest business methods will not support and 
which the law will not tolerate. Where acts of directors are of such 
nature that they directly and primarily affect the interests of stock- 
holders in their shares of stock, by diminishing their value or otherwise 
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injuring their rights, then the stockholders may sue to redress the 
wrong. 

Respondents, however, in the present case, did not stop with these 
deceiving representations and false inventories; a situation additional 
to these was necessary to sustain appearance of solvency. Something 
of a more tangible and satisfying nature was necessary to hold down 
suspicion and prevent possible investigation. There still remained 
unused an exceptionally effective proceeding for that purpose—that 
of declaring and paying dividends. The expectation of respondents 
that there would be profits made by the company after the loss in 1920 
was not unfounded. Profits were realized, and in 1922 while still 
concealing the corporation’s loss, and continuing the inflating of inven- 
tories and furnishing falsifying statements, with the organization in 
actual insolvency, a meeting of the directors was held, attended by 
respondents, at which a dividend was declared, followed by similar 
action in the succeeding years, down to and including 1925, the total 
amount thus paid out in dividends being in excess of $132,000. The 
payment of these annual allotments, out of current profits, is admitted 
by respondents and justified by them on the ground that in the years 
of the payments, profits were realized from the business of the company 
and that the distributions were made out of profits accruing after the 
insolvency of 1920. 

Nowhere in the record does it appear that the total of these profits, 
which respondents claim was in excess of the total of the dividends 
paid out, would have materially lessened the existing impairment of the 
capital had they been so applied. Nevertheless, the only proper and 
rightful use of these several amounts was to apply them, so far as they 
went, to the reduction of that deficit, and hence their application to 
the payment of dividends was, under the situation, clearly unjustifiable 
and illegal. There were in fact no profits or surplus, out of which alone 
dividends could be declared, available to these respondents for use as 
distribution payments. ‘‘Surplus” or “profits” denote an excess in 
the aggregate value of all assets of a corporation over the sum of its 
entire liabilities, including capital stock.* Clearly, in the present case 
the profits made, totaling over $132,000, were not sufficient to con- 
stitute a surplus over the sum of all aggregate liabilities of the Girard 
Grocery Company. The insolvency brought about by the million 
dollar loss in 1920 had not been lifted, and the reduced capital was 
never replenished. These profits should have been applied to the 
depleted capital, and so appropriated, there would have then remained 
no funds out of which to legally pay dividends. With the exception of 
distributions made in liquidation, dividends can be declared and paid 
out of net profits only, or, conversely stated, when the payment does 
not impair the capital stock of the corporation. Nor can an insolvent 
corporation declare and pay a dividend; and if the capital stock has 





3 Thompson on Corporations, § 1313. 
4 Edwards v. Douglas, 269 U. S. 204, 46 S. Ct. 85, 70 L. Ed. 235. 
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been impaired by the payment of the dividend, it is nevertheless unlaw- 
ful, although the corporation is solvent at the time.® Hence the abso- 
lute and legal duty of respondents, knowing a serious impairment of the 
capital existed, was to devote the profits here mentioned to the better- 
ment of the company’s shattered financial condition, instead of sup- 
pressing their wrongful management of its affairs and lulling suspicion 
on the part of stockholders by doling the accumulations out in the shape 
of dividend payments. In this connection we may adopt the conclu- 
sions of the learned court below, as follows: 


It is argued by counsel for the respondents that the impairment 
of the capital occurred prior to the declaration of the dividends in 
question, and all that the directors did was to fail to reduce an 
impairment that existed. This argument overlooks the fact, 
however, that by declaring the dividends each year out of current 
profits, the directors illegally diverted funds which properly were 
applicable to a reduction of the capital deficit. The earned 
profits, therefore, reduced the impairment, and the declaration 
of the dividend again impaired the capital to the extent of the 
dividends declared. 


In our opinion, we need not enter further into this discussion. It 
is undisputed that respondents by illegal methods made and continued 
concealment, from both the stockholders of the company and the public, 
of the precarious financial standing of the corporation, repeatedly 
inflating inventories of goods on hand, thus presenting a fraudulent 
overvaluation of assets, and, lastly, declared dividends, at the time the 
corporation was insolvent and its capital seriously depleted and 
impaired, out of profits that should have been used for its stabilization. 
The court below found the disbursements were illegal, under the Act 
of May 23, 1913 (P. L. 336; Pa. St. 1920, § 5786), and that the directors 
are personally liable for the dividends so declared. We concur in that 
judgment. 

The decree of the court below is affirmed, at appellants’ costs. 


CommENTARY: The principle embodied in the decision of Branch 
v. Kaiser has its roots in the following proposition: A corporation, 
through its directors, should be held responsible to stockholders and 
creditors for the exercise of reasonable care and diligence in preserving 
the productive integrity of their investment. To the creditor this 
means the full liquidation of his claims, as a mere by-product of the 
normal processes of business operation; to the stockholder it means 
the continuation of earnings, or at least the continued presumption 
that the promise of earnings still exists, as evidenced by the unimpaired 
presence of an investment presumably capable of paying its way. 
As the court indicated, disaster may of course overtake an enterprise 
without fault on anyone’s part; but where an event has occurred which 
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weakens the presumption of recovery and return as initially inferred 
by the stockholder and creditor interests, directors may bring rightful 
blame upon themselves by acting as if that presumption were still 
intact. This we may speak of as a particular application of the 
principle, inasmuch as we may infer from the words of the court that 
the general rule would not permit of dividends, even though all parties 
had been informed of the capital impairment. That is to say, as 
applied by the court in the above case, the general rule is that dividends 
may be declared only out of a conservatively measured balance sheet 
surplus; that the current income account is only of secondary impor- 
tance, or at most but a means by which the surplus of the company, 
thus constituting the primary index as to the availability of distribut- 
able funds, may be modified for better or worse. 

Thus the rule seems to take for granted that the original “capital 
stock” fund of a company continues indefinitely to constitute its 
necessary operating capital, as well as the fund on which creditors may 
rely as a protective reservoir; and that all parties consenting could not 
therefore agree to undertake future operations on a diminished capital, 
at all events without taking the accepted steps of a statutory reduction 
of stated capital. Of course, where the basic assumption here under- 
stood is true, there is little question as to the soundness of the rule. 
Unpredictable losses of capital—in the sense of a fund to finance normal 
fluctuations in dollar value as well as capital in the physical sense— 
should be made good to no less an extent than those regular outflows 
of capital value which are recognized as accompanying daily operations, 
and which are regularly provided for by charges against revenue. 
Illustrative of what is meant in this latter connection are fire-insurance 
premium expense and the charge for depreciation. Where at all 
feasible, good management attempts to make provision for the former 
as well as for the latter, even at the cost of excessive conservatism in 
reporting available profits. 

But in any event it is clear that, in the present instance, with its 
admitted facts of misrepresentation, the decision of the court could 
not have been otherwise than it was. The dividends in question were 
presumably prejudicial to the rights of both prior and subsequent 
creditors, under the circumstances, and certainly of those of the 
unsuspecting stockholders, in whose business affairs those of the 
Girard Grocery Company must have constituted a consideration of 
major importance. Even in the celebrated English case of Verner v. 
General and Commercial Investment Trust, 2 Chancery 239, in which 
the court held that a capital impairment and a dividend were con- 
temporaneous possibilities, it was nevertheless said that “ . . . capital 
lost must not appear in the accounts as still existing intact;” that the 
‘“‘accounts must show the truth, and not be misleading or fraudulent.” 
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In the way of further comment on this English case, however, 
it is interesting to inquire as to the business principles which might 
be said to support the general permissibility of dividends where, 
although solvent as to creditors, a company has nevertheless suffered 
a substantial impairment of its “stated capital.” For this purpose 
we should have to assume a certain divisibility of the physical invest- 
ment which is by no means a condition generally characteristic of the 
business establishment. Let us suppose, however, that, like the 
court in Verner v. General and Commercial Investment Trust, we are 
faced with a situation in which a significant degree of flexibility attaches 
to the physical requirements of the capital fund. Under these cir- 
cumstances we could permit the loss of an appreciable portion of 
the physical capital and still leave the business to continue as an 
effective operating entity whose investment still retains the basic 
investment characteristics which were contemplated in the promotion 
plans. In short, we should be permitting a loss in size only, without 
sacrificing the organic unity of the business. But if we contrast sucha 
situation with one in which the loss of a physical unit of the investment 
would tend to paralyze the entire capital structure, we can easily see 
the condition under which the original “capital stock” would constitute 
the minimum fund for which all available subsequent profits would 
be no more than a natural means of restoring depleted resources. 
An extreme illustration of this is the case of a paper-box plant which, 
making its own paper box-board and designing and printing the 
finished stock, sustained a major loss through the destruction of its 
printing unit by cyclone. The management was able to engage outside 
printing establishments to aid it in temporarily maintaining the 
production schedules of the company, but the arrangement could 
presumably be no more than a temporary expedient. In this connec- 
tion it may be asked whether the Girard Grocery Company could have 
contracted its activities to the extent that smaller inventory reserves 
would have enabled it to operate effectively, with the only change the 
lessened scale of trading, and without the compensating disadvantages 
which might render the adjustment economically inadvisable. 

Thus net profits can not be said to exist at the same time that a 
corporation is suffering from a depletion of its necessary physical 
equipment, which includes or implies the possession of sufficient capital 
reasonably to insure the economic and engineering replacement of that 
equipment. Notwithstanding the acceptance of the truth of this 
proposition, however, where the physical investment may be divided, 
with a lessened portion still an effective producing unit—only on a 
smaller scale—there is little reason to hold that a given capital impair- 
ment should preclude the declaration of dividends from subsequent 
profits without the usual attendant liabilities, This, of course, assumes 
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that prior creditors are amply protected by the net assets remaining 
against the possible losses incident to the realization shrinkages of 
failure. It further assumes that subsequent creditors are fully 
informed as to the smaller operating investment, and that stockholders, 
although still retaining their original holdings, have been notified that 
the capital impairment has been accepted as final and as a basis for a 
permanent adjustment of the operating investment. Such an arrange- 
ment would, of course, be equivalent (in a business sense, at least) 
to a formal reduction in the amount of stated capital through stock 
donation under regular state supervision. 

It is of still further interest to note that the counsel for defendants 
apparently drew on English law for their contention that, although 
a prior loss was regrettable, it was nevertheless an event of the “dead 
past,” to pay for which the company was not obligated to draw on 
future returns of a favorable character. The English law seems 
definitely to be that the dividend status of a company is to be deter- 
mined from its current income account. Neither a prior nor a current 
capital loss, any more than a past accumulated operating deficit, is 
there permitted to stand in the way of-a dividend, provided the current 
income account furnishes a credit balance. Broadly speaking, the 
English rule seems to be that the capital account and the revenue 
account are ‘‘two distinct and separate accounts,” and that a given 
current operating loss merges historically into a direct capital loss. 
As was said by Lord Justice Lopes (as quoted in Verner v. General and 
Commercial Investment Trust, 1894):“ . . . Thecapital and revenue 
accounts appear to me to be distinct and separate accounts, and, 
for the purpose of determining profits, accretions to and diminutions 
of the capital [meaning “permanent” or fixed capital] are to be dis- 
regarded.” In Ammonia Soda Company v. Chamberlain, 1 Chancery 
266 (1918) Justice Petersen said: “If during the year there is no balance 
to the credit of the profit and loss account, any dividend which is paid 
must be provided out of the paid-up capital, and any such payment 
must reduce the paid-up capital. Such payment is clearly a reduction 
of paid-up capital, and is wera vires. But where a company has made 
losses in past years and then makes a profit out of which it pays a 
dividend, the question is a different one. Such a dividend is not 
paid out of paid-up capital . . . sucha payment does not involve the 
reduction of capital; it involves a failure to make good capital which 
has already been lost.” From these few but unequivocal sentences 
the reader can get a very good idea as to the weight of ruling opinion 
in English law—as well as the impression that the concept of the cor- 
porate “estate” may have been lost to the English jurists in the fog 
of half-understood distinctions between fixed and “circulating” 
capital, and between the exploitation of wasting properties and the 
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operation of manufacturing and trading establishments. At all 
events, it may be supposed that the weight of American statutory 
and decision law, as indicated by the decision of the Girard case, 
looks with much better understanding to the ultimate good of economic: 
society. And this is true, although in a given case it might be found 
that the rule of balance sheet surplus would work a hardship on those 
who, having taken their loss, without prejudice to creditors, are both 
able and willing to proceed effectively on the restricted basis. 

March, 1929 R. G. W. 


SWASTIKA WOOLEN Company! 


MANUFACTURER—TEXTILES 


AccouNTING—Adjustment of Operating Statement to Reflect Management 
Responsibility. A woolen manufacturing company, which for several 
years had experienced increasing difficulty in operating, on Oct. 1, 1927 
was placed under the management of a new treasurer. When, at the end 
of the year, a summarized operating statement for the quarter was 
prepared for presentation to the company’s directors, the treasurer 
objected to the inclusion in operating costs of the loss sustained in the 
liquidation of old inventories, maintaining that the resulting figures did 
not reflect accurately the results of operations during the first three 
months of his control. Consequently, the treasurer revised the operat- 
ing statement by removing from operating costs the excess of inventory 
valuation on old stocks sold over the proceeds of such sales, by removing 
also the adjustment of inventory for expected losses on further liquida- 
tion of stocks, and by entering these items in a separate section of the 
statement. 

(1927) 


In October, 1927, the Swastika Woolen Company began 
operating under the direction of a new treasurer. When, at the 
end of the year, the usual quarterly operating statement was 
prepared for presentation to the directors, the treasurer objected 
to some of the items on the ground that they did not reflect 
accurately the results of operations during the first three months 
of his control. 

The Swastika Woolen Company was one of the old established 
textile manufacturers of New England. During its life of approxi- 
mately a century it had enjoyed a reasonable share of prosperity, 
and had developed into a large organization. Until, about 
1920-1921, the general condition in the industry became one of 
marked depression, the company had shown satisfactory earning 
power and had built up a considerable surplus. After this time 
the company experienced increasing difficulty and failed even to 
maintain its relative position in the industry. In 1924 the 
company’s operating statement showed a profit of about $35,000; 
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but the payment of dividends in excess of this amount resulted 
in a net decrease of surplus for the year. In 1925 and 1926 the 
company suffered losses, that of the latter year amounting to 
nearly $350,000 on sales aggregating $2,800,000. The loss for 
the first nine months of 1927 was approximately $105,000. 
During 1927, the directors of the company were divided 
in opinion as to the desirability of continuing operations. The 
majority believed that the textile industry in general was begin- 
ning to improve, and that the Swastika Woolen Company under 
efficient management would have favorable possibilities of operat- 
ing at a profit in the near future. Several of the directors, 
however, favored liquidation. They were not convinced of the 
likelihood of profitable operation under existing conditions. 
They pointed out that attempts of the company to enter the 
specialty field during the last two years had not met with success, 
and consequently they held little hope for the future. The 
directors who wished to continue the business were of the opinion 
that a change of management would do much toward improving 
the company’s position. They believed that the existing manage- 
ment had not shown the ability necessary to cope with new 
developments in the textile field, and that the company’s failure 
to enter the specialty market profitably was the result of a lack 
of adaptability on the part of the management rather than of 
an inherent operating weakness. The company had been laboring 
under conditions of such severe depression for several years and 
the existing management had been subject to such continual 
strain that it seemed unlikely that the morale of the organization 
could readily be restored. It was finally agreed that a change of 
management should be effected, though the minority directors 
favoring liquidation did not feel convinced that even this action 
would be of much use in rehabilitating the company’s affairs. 
The resignation of the treasurer, who had been the managing 
head of the Swastika Woolen Company, was accepted and a new 
treasurer took charge on October 1, 1927. The new treasurer 
was a much younger man than his predecessor. He had had no 
special technical training in the textile field, but had an extensive 
background of general marketing and financial experience. Since 
the directors believed that the company’s problem was essentially 
one of marketing, particularly with respect to development in the 
specialty field, the choice of such a man rather than of a textile 
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expert trained under past conditions in the industry seemed to 
them to be wise. 

After a brief examination of the company’s accounts, the 
new treasurer concluded that the values shown therein, which are 
reflected in the balance sheet given in Exhibit 1, were not accurate. 


EXHIBIT I 


BALANCE SHEET OF SWASTIKA WOOLEN COMPANY 
OcTOBER I, 1927 








ASSETS LIABILITIES 
Plantae mo mee ak ee $25.5355430037 1) Notes Payabler. 225 ...05 00 $1,534,507.80 
Suspense ween ae 5,021.58 sor Paiva blen, cm tees 11,940.12 
$2, 540,451.95 mterest Accrued............ 9,328.79 
Case ee ey ee es 437,441.07 dlaxessAcerued rrr nne se 44,556.91 
Ricccivalcsmee: Oa ee eee 967,202.50 Depreciation Reserve....... 865,267.18 
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Woolen. : $ 16,866.11 Loss—1927..... _ 105,717.67 659,851.55 
IMT peso. ewer 921,181.91 938,048 02n|" Capital, Stock a asics I, 809,500.00 
Prepaid 
Insurance.... $ 42,804.06 
Interest......- 6,399.80 
Bretghts a .n..« 2,604.95 51,808.81 
$4,934,952.35 $4,934,952.35 


In particular, the treasurer believed that the valuation of the 
inventories was too high. The business of the company had been 
built up mainly on certain staples in the production of which the 
company had been a leader. In recent years, however, the 
demand for these staples had declined almost to the point of 
disappearance. Under the former management the company 
had continued to produce staples for stock despite the obviously 
unfavorable movement of the market, and as a result the inven- 
tory included thousands of yards of such goods carried at an 
excessive price. Another element which the new treasurer 
believed to have been partially responsible for inflation in the 
inventory value was the production of “fancies,” or specialty 
goods, for stock. An attempt had been made to enter the speci- 
alty field, but without much success; the management had adopted 
the policy of producing for stock, any line which showed possi- 
bilities of a large sales volume, although it was clear that for 
style goods of this sort changes in the market demand character- 
istically were abrupt and extreme. The new treasurer and the 
majority of the directors believed that the only reasonable course 
to pursue was to dispose of these obsolete items in the inventory 
as soon as possible at any price that could be obtained. 
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In order to secure an independent statement of the condition 
of the business at the time when he assumed its management, 
the new treasurer engaged a well-known firm of public accountants 
to examine the books and accounts and to prepare a revised 
balance sheet as of October 1. This examination was made in 
December, and the resulting balance sheet is shown in Exhibit 2. 


EXHIBIT 2 


REVISED BALANCE SHEET OF SWASTIKA WOOLEN COMPANY 
AS OF OCTOBER I, 1927 








ASSETS 
Current Assets: | 
GASH hl aes Pett cee ocd, ede enh Ieee oe ce $ 372,320.96 
Accounts Receivable............ $952,618.90 
Less: Reserve for Doubtful Ac- 
COUNTS arom ate 17,010.00 935,608.90 
Inventories tet Saar cae to: eee ee Uae Semaine __ 890,951.71 
plotale@urrenteAssets yeas |e $2,198, 881.57 
LOVES COICTES yee eee g ane a een ae ae || ree ee 583.60 
DeferredaChargessa essay areata ee 73,253.71 
FixedwAssetSyaauat eoyes tit Mo dieed Steen leas nly, eae $2,537,190. 81 
Less: Reserve for Depreciation...|............ 954,571.18] 1,582,673.63 
OLGLEA SSclsuee me meee Co eR eee $3, 855,392.51 
LIABILITIES 
Current Liabilities: 
Notes: Paya blen sn ccn ae ares eee ee eee $1, 456,107.80 
Accounts} Pay abl eta anne nnn nen 30,056.53 
ACCTU edi tems aie. Si way de ee a ee ae 66, 483.95 
Total Current Liabilities. a nee $1, 552,648.28 
CapitallS tock mem eace cre nee tence an mee memes 1,809, 500.00 
Surplus—as adjusted.......................... 493,244.23 


otc. abilities sea ee $3 ,855,392.51 


i Note—Contingent liability for additional federal taxes for 1923—$22,750.00 and interest 
ereon. 


The changes, other than those minor adjustments which did 
not affect the net worth, are indicated in the following reconcilia- 
tion of the surplus shown on the company’s books with that shown 
on the balance sheet as submitted by the accountants. None of 
the auditors’ adjustments was entered on the books. 
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EXHIBIT 3 


RECONCILIATION OF SURPLUS ACCOUNT OF SWASTIKA WOOLEN CoMPANY 
WITH SURPLUS SHOWN ON REVISED BALANCE SHEET 





ae ee Ps SPE 2 eer aE Dee OTs BUMS LA ra ee 
Surplus balance—as per books..................... ap $659,851.55 
Deduct: 
Adjustment of inventories to cost or market value, 
VOLTS SVE OR RECS on oy be oe ciolae Hawa dues ga loo $60, 282.91 
Provision for losses on doubtful accounts............ 17,100,00* 
Additional depreciation on plant................... 89, 250.00f 
Miscellaneous adjustments (net)................... 64.41 | 166,607.32 
Surplus as per balance sheet..................... $493, 244.23 





seLhe provision for losses on doubtful accounts was set up by the accountants after careful 
scrutiny of the receivables, and was considered adequate to meet probable losses of this character. 
The adjustment for depreciation was made to record the depreciation in addition to that 
recorded on the books on the basis allowed by the Internal Revenue Department as deductions 
on the company’s tax returns. 


As stated above, the adjustment of inventories on the revised 
balance sheet was made necessary mainly by the presence of 
an excessive quantity of obsolete staples and fancies in stock. 
The resultant figure of $890,951.71 was considered to be as reason- 
able an estimate of the value of the inventories as could be made 
at the time, although it was recognized by the accountants and 
stated in their report that further losses might occur in the 
liquidation of old stocks. The most readily marketable stock 
already had been sold at the time of their examination of the 
accounts. It was doubtful whether the gross profit on the balance 
of the merchandise to be disposed of would be sufficient even to 
offset the expenses of liquidation and overhead charges. 

The auditors’ qualification relative to possible further losses 
on inventory liquidation proved to be correct. At the end of 
the final quarter of the year, the records showed that on “‘clean- 
up” sales of old cloth, goods inventoried at $413,988.55 had been 
sold for $346,893.40, a loss of $67,095.15, and that all the old yarn 
inventoried at $16,623.20 had been sold for $12,514.21, a loss of 
$4,108.99. After a careful study of the inventory on December 
31, the treasurer estimated that additional losses amounting to 
$8,926.42 probably would be sustained on liquidation of old cloth 
stocks. The inventory at the end of the year was adjusted to a 
valuation which allowed for this expected shrinkage. The 
company’s summarized operating statement for the quarter 
ended December 31, in agreement with the books and after all 
closing and adjusting entries, appears in Exhibit 4. 
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EXHIBIT 4 


OPERATING STATEMENT OF SWASTIKA WOOLEN COMPANY FOR THREE 
Montus ENDING DECEMBER 31, 1927 





Clothe Yarn Total 

Sales 53 Se Rhee aie t Ae a ae Pee ee $640, 300. 76/$114,846.79 | $755,147.55 

Operating. Costs 22-0. en eee 724,712.44] 102,396.92 827,109.36 

Operating Loss before Interest Charges|$ 84,411.68/$ 12,449.87*| $ 71,961.81 

Net Interest Charges mer eee eee eee 11,185.01 

Operating Loss after Interest Charges.|........... $ 83,146.82 
Extraordinary Losses from Bad Debts...|........... $ 8,941.73 
Price Allowance for Defective Goods....|........... 5,268.40 
Losses on Rental of Tenements.........]........... 5,402.25 

Unabsorbed Process Costs.............|........00- 5,673.23 25,345.61 

$108 , 492.43 

INonoperating Income eee sees eee entee 3,601.09 

Net. Wossstor Periods ae ee eee $104,891.34 











* Profit. 


In this statement operating costs represented manufacturing 
expenses (including inventory variation), selling expenses, and 
administrative expenses. Interest paid was not charged into the 
cost of goods manufactured, but was shown asaseparateitem. It 
was not the practice of the company to make allowance for bad 
debts in its operating expenses, but the amount actually charged 
off in any period usually was included in operating costs. The 
figure shown on the above operating statement, however, as 
“Extraordinary Losses from Bad Debts” was much higher than 
the normal amount; the excessive amount incurred in the final 
quarter therefore was shown as a nonoperating expense. The 
item ‘Price Allowance for Defective Goods’? was the amount 
allowed customers on certain goods shipped in the preceding 
quarter. “Losses on Rental of Tenements” represented the 
excess of charges for maintenance of houses rented to employees 
over the rentals received therefrom. The item shown as “Unab- 
sorbed Process Costs” represented manufacturing costs incurred 
to date on all goods in process. It was the practice of the com- 
pany to inventory goods in process at “grey” cost only, deferring 
the absorption of dyeing and finishing manufacturing costs until 
the goods were completed, and to show the manufacturing costs 
accumulated on goods in process on the operating statement in 
this way. The item ‘“‘Nonoperating Income” represented profits 
realized on the sale of raw wool and the amount collected on an 
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account receivable which previously had been written off as 
worthless. 

The operating statement thus arranged presented the net 
results of the company’s operations for the quarter in summary 
form and ordinarily would have been satisfactory for presentation 
to the directors. Because of the special circumstances at this 
time, however, the treasurer believed that the statement as 
prepared did not reflect accurately the results of operations. As 
previously stated, several of the directors had persisted in their 
belief that the company should be liquidated, and had consented 
to continued operation only with reluctance and with considerable 
skepticism concerning its advisability. Their future action would 
depend largely on the results of operations during the last quarter 
of 1927, and the treasurer’s report for that period, therefore, was 
of great importance and would be viewed with critical interest. 
An operating loss, before interest charges, of $71,961.81, would 
not tend to lessen their desire for liquidation, nor to increase 
their confidence in the possibilities of profitable operation in the 
future. The treasurer believed that such a presentation of the 
situation was not a fair reflection of the results of his management, 
since the operating costs shown on the statement included certain 
expenses and losses over which he had no control and for which 
he should not be held responsible. 

The principal loss of this nature was that resulting from the 
liquidation of old inventories. The book inventories had not been 
adjusted at the beginning of the period to reflect the estimated 
loss on liquidation as stated by the accountants in their report of 
the company’s condition on October 1. Hence the entire loss on 
“‘clean-up”’ sales, as well as the estimated loss on future sales, for 
which the inventory had been adjusted at the end of the period, 
was included in the operating costs. The present treasurer 
was not in any way responsible for the existence of these ‘‘frozen”’ 
items in the inventory, and in liquidating them was obtaining 
the best possible price and minimizing as far as possible an inevi- 
tableloss. It seemed clear that these losses should not be included 
with those costs for which the treasurer was responsible. 

The treasurer, therefore, revised the operating statement 
by taking out of operating costs the excess of inventory valuation 
on old stocks sold over the proceeds of such sales, thereby leaving 
neither profit nor loss on these sales in that section of the statement 
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representing operating results for which he might reasonably 
be, held responsible. The adjustment of inventory for expected 
additional losses on further liquidation of stocks was also removed 
from this section of the statement. As a result of these changes, 
the revised statement for presentation to the directors appeared 
as shown in Exhibit 5. 


EXHIBIT 5 
REVISED OPERATING STATEMENT OF SWASTIKA WOOLEN COMPANY, 
FOR THREE Montus ENDING DECEMBER 31, 1927 











| Cloth 1 Varn Oe ee Total 

Sales Ser peel tone ie a eee baer Oh ay toa $640, 300.76 |$114, 846.79] $755,147.55 

Operating7Costs; aon ae ee 648,690.87 98,287.03] 746,978.80 

Operating Margin before Interest....| $ 8, 390.11*/$ 16,558.86, $ 8,168.75 

Nets InterestaCharges ween ona cei | eee eee | TERE SOL 

Operating Loss after Interest Charges] ........... | .......... $ 3,016.26 
Loss on Clean-up Sales Cloth..........} ........... $ 67,095.15 
‘wee “ soe NATE tee ees See a 4,108.99 
Inventory Adjustment on Old Stocks...} ........... 8,926.42 
Extraordinary Losses from Bad Debts..| ........... 8,041.73 
Price Allowance for Defective Goods...| ........... 5,268.40 
Losses on Rental of Tenements........] ........... 5,462.25 

Unabsorbed Process Costs............| ........... 5 ONS a23LOSRAT ON Ly, 

$108, 492.43 

INonoperatingsin comer eye ne eee eee 3,601.09 

Net Loss for Perlod testy c ates ae tele ae $104, 891. 34 





* Loss. 


CoMMENTARY: This case serves as a striking illustration of the 
desirability of presenting accounting information in such form as to 
reflect responsibilities as accurately as possible. In this particular 
instance, the importance of doing so was rendered greater than usual 
because of the change of management, and the consequent need of 
allocating responsibility properly. The very continuance of the 
business was involved, and the directors were watching the results 
of operations under the new treasurer as a guide to planning future 
policies. The operating statement in its original form failed to 
distinguish in any way between results for which the new treasurer 
might fairly be held responsible and those over which he had no control. 

By removing from the operating costs of the quarter during which 
the new treasurer had been in charge the gross loss on clean-up sales 
already made and the estimate of probable further losses in liquidation 
of old inventories, a new statement was produced which reflected 
more closely the operating margin on current operations. 

It should be noted, however, that such a revision of the statement 
was only a partial correction. While the operating margin for which 
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the new treasurer was responsible was now more accurate, its compo- 
nent elements, i.e., sales and operating costs, were still incorrectly stated. 
The sales figure had not been changed, and consequently included 
clean-ups in addition to current sales. The operating costs, on the 
other hand, had been. adjusted by removing the loss on clean-ups 
therefrom, leaving in the operating costs for such sales an amount which 
exactly offset the sales price. Thus, while as a result of the revision 
the margin between sales and operating costs was corrected, it still 
was not possible to read from the statement the amount of sales other 
than clean-ups or the cost of such sales, nor to judge of the efficiency 
of the new management through the operating ratio. It would seem 
that the proper way to alter the operating statement would have been 
to remove from sales the proceeds of clean-ups, and from operating 
costs the inventory value of such clean-ups, leaving in the first section 
of the statement only sales and the cost thereof which might properly 
be considered as transactions for which the new management could 
be held responsible. 

Such a statement should have emphasized the fact that the 
Swastika Woolen Company had undergone a major change in manage- 
ment. ‘This change had taken place in lieu of the usual processes of 
liquidation, and it had this practical significance: the operating report 
of the company should have been so stated as to distinguish between 
large inherited losses chargeable to the old management and the results 
of the new executive’s efforts toward operating rehabilitation. 

March, 1929 Cran 


Mip-WeEst ELEctTRIC CORPORATION! 


INVESTMENT COMPANY 


AccounTINGc—Stock Dividends Included in Income Statement at Market Value. 
A company engaged in investing in the securities of public utility holding 
and operating companies, authorized an issue of $20,000,000 in 6% con- 
vertible debenture bonds. In the bond circular accompanying this 
issue, the company listed, as its chief item of income for the preceding 
year, the market value of the stock dividends which it had received from 
the public utility operating company in which it had its principal 
investment. 

(1927) 


The Mid-West Electric Corporation, organized in 1912, 
was engaged in investing primarily in securities of public utility 
holding and operating companies. Its principal investment was in 
the common stock of the Central West Utilities Company,! in 
which company it was the largest stockholder, owning 917,214 
shares on December 31, 1926. 

In order to increase its holdings, retire outstanding obligations, 
and liquidate certain indebtedness, the Mid-West Electric Cor- 
poration authorized an issue of $20,000,000 in 6% convertible 
debenture bonds in December, 1927. The bond circular accom- 
panying this issue contained the following information regarding 
income: 

- The income and expenses of the company for the year ended 
December 31, 1926, as certified by public accountants, and for 
the year ending December 31, 1927, as estimated by the company, 
based on results for the period of 11 months and 16 days ended 
December 16, 1927, as certified by such accountants, were as shown 
on the opposite page. 

Dividends had been paid by the Central West Utilities Com- 
pany on its common stock without interruption for 18 years. 
For more than four years these dividends had been paid in com- 
mon stock at the quarterly rate of 244%. 





1 Fictitious name. 
38 
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Dividend Income 1926 1927 
Sbocks Dividends oo 14. yaaa eran ace ea $4,378, 252.00* $4,874, 261.00* 
Cashe Dividends: o..4" sn mel See pep aoe 88,092.00 66, 592.80 

@ ther Income ges sey tei ree eae ek ee 268,766.00 1,058,215.20 

otal incom 6<.tusceeh qe eet Laced ea, $4,735,110.00 $6,019,069. cof 

motel’ fixpenses and ‘Taxes... ..<.. aeons ee 98 , 326.00 60, 881.00 

Balance before interest and amortization of 
debenturevdiscount eee ane ane $4,636,784.00 $5,958,188.00 

Annual interest requirement on these $20,000,000 

debentures seer ee Te een on ee eee I,200,000.00 1,200,000.00 


* Represents dividends received in common stocks of the Central West Utilities Company 
taken at the approximate market value of such common stock immediately following the date of 
record for each dividend, such value averaging approximately $51 a share for 1926 and $54 a 
share for 1927. The present market value of the Central West Utilities Company common 
stock is approximately $60 a share. 


+ This total was published in the bond circular referred to, although it is obvious that it must 
be wrong, if the figures given for income are correct. A correct addition would give a total of 
$5,999,069.00. The balance before interest and amortization of debenture discount would 
be changed to $5,938,188.00. 


The consolidated income and surplus statements and capital 
accounts of the Central West Utilities Company, as certified by 
its auditors and stated in its annual report for 1927 to its stock- 
holders, are given in Exhibits 1, 2, and 3. 


EXHIBIT 1 


CONSOLIDATED INCOME STATEMENT OF CENTRAL WEST UTILITIES 
ComPANY, DECEMBER 31, 1926 AND 1927 








Year Ended Year Ended 
Dec. 31, 1926 Dec. 31, 1927 
STOSSPEVATN TDS to, crsses ss eee seoicese atdenoetnateharteosnonsce $139,020,559.74 | $146,600, 211.24 
Operating Expenses, Maintenance and 
EL AES ee eae eae oh cneraey tty aaa ie Na tetas 77,2590,453.40 78,370,355-52 
Net Income from Operation.......... $ 61,761,106.34 | $ 68, 229,855.72 
Other Net Income (Including profit on sale 
of property and other credits).......... 4,972,129.63 85027, 258.85 
AN Otal Maren are teens Ayton rocks see iat cet cee $ 66,733,235-97 | $ 71,857,114.03 
Deductions: 
Interest Charges (Including amortization 
of Bond Discount and Expense)...... 19, 697,556.23 21, 330,974.81 
Deferred Dividends of Subsidiaries...... 10,026, 522.30 10, 760,088.54 
Minority Interests: 4.) wastes a. 1,643, 236.04 1,682,154.52 


$ 31,367,314.57 | $ 33,773,217.87 

Balance for Depreciation, Dividends and 
UEP S ee cree yah fies he ig Tlesayn a $ 35,365,921.40 | $ 38,083, 806.16 
Appropriations for Depreciation Reserves... 14, 289, 712.76 14,978, 318. 66 


Balance for Dividends and Surplus........ $ 21,076, 208.64 | $ 23,105,577.50 
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EXHIBIT 2 


CONSOLIDATED SURPLUS STATEMENT OF CENTRAL WEST UTILITIES 
CompaNy, DECEMBER 31, 1927 











Capital Surplus (Premium on Capital Stock).... $28, 585,959.41 
Undivided Profits: 
Balances) ees 41410200 erneriiinn tetera $50,576, 684.33 
Balance of Income, year ended Dec. 31,1927... 23,105,577-50 
$73,682, 261.83 
Deduct: 
Dividends on Stock of Central West Utilities Company: 
Preferred sae. monaeus er er: $2,184,026.00 
Common (Paid in Common 
Stock cheesy ties nese 5, 210,126.00 


$7, 394,152.00 
Unamortized Discounts and 
Expense and Premium on 
Bonds Retired—Amount 


Wittens Other eee ee rare 4,158,779.08 
Other Charges to Undivided 
Profits —Net,.--. 5-6 498,995.85 12,051,926.93 
Undivided’ Profits Dece sn yo? 77a enero 61, 630, 334-90 
shotalaSurplusy Deca ik O 27 mrt. nieeeterarae $00, 216,294.31 
EXHIBIT 3 


CAPITAL ACCOUNTS OF CENTRAL WEST UTILITIES COMPANY, DECEMBER 
31, 1926 AND 1927 





Dec. 31, 1926 Weems e162 7; 
Six per cent Accumulative Preferred Stock 
(Authorized 2,000,000 shares, $50 par 
value): 
StOCK ey mate ate Cin ee anh Ne rt ent $ 36,400, 200.00 | $ 36,400, 500.00 
SCTLD settee ae eerie Aa ee 2,700.00 2,400.00 


$ 36,402,900.00 | $ 36,402,900.00 
Common Stock (Authorized 10,000,000 
shares without nominal or par value): 


SLOCK LVM ed in ieee aie at senna ne $ 48,972,800.00 | $ 54,051,990.00 
SCLUD meee kc anne tele CR een eee 123,060.00 126, 360.00 
$ 49,095,860.00*| $ 54,178,350.00 

Preferred Stock of Subsidiaries........... 164, 660, 896. 36 eceieS iaa 

Minority Interests in Capital and Surplus 

(OL DUDEICIATICS. s Bites es te rn 11,698, 403.71 II, 210,015.69 
Dividends Payable in Common Stock..... P22 sesasO I,351,140.60 
Funded Debt of Subsidiaries............. 418 ,037,880.00 | 441,917,221.54 
Less amount deposited with Trustees... . 66, 698, 220.00 62,993,820.00 





* Represented by 4,909,586 shares of $10 par value. 
{ Represented by 5,417,835 shares without nominal or par value. 
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In this report the vice president and general manager stated 
that “the increase of $5,082,490 in common stock and scrip of the 
Central West Utilities Company was due entirely to the issue of 
common stock in payment of dividends.” 

The stock dividend declared in 1927 was at the rate of $10 
a share, despite the shift from stock of $10 par value to no par 
value stock. Though dividends of $5,210,126 were declared, 
representing 521,012.6 shares of common stock, the capital stock 
account showed an increase of only $5,082,490, or 508,249.0 
shares, a discrepancy of $127,636. 


COMMENTARY: A cursory glance at this case informs the reader of 
several facts: First, the corporation, which is a public utility corpora- 
tion, was following the practice of taking stock dividends from the 
various holding and operating companies in which it held stock into 
its income statement at market values; second, the corporation was 
issuing $20,000,000 of 6% convertible debentures which carried an 
annual interest charge of $1,200,000; third, on December 31, 1926, 
the company owned approximately 19% of the capital stock of the 
Central West Utilities Company; fourth, approximately 81% of the 
company’s total income, from which the interest charges on the new 
debentures must be met, was composed of the stock dividends taken 
at market values; and fifth, the dividends paid on common stock, as 
presented in the consolidated surplus statement of the Central West 
Utilities Company, amounted to $5,210,126, which represented 
521,012.6 shares of common stock, whereas the capital accounts of 
that company during the year 1927 showed an increase of only $5,082,- 
490, or the equivalent of 508,249 shares, there being an apparent 
discrepancy of $127,636. 

It appears that if some conclusion can be formulated as to the 
soundness of the practice of taking up stock dividends on the books 
of the Mid-West Electric Corporation at market values, the problem 
here presented will be to a great extent solved, for, after all, the 
immediate question is whether the Mid-West Electric Corporation 
would have sufficient income annually to meet the $1,200,000 interest 
charges on the new debentures. It is obvious that if accounting for 
stock dividends received at market value is unsound, the company 
would not have sufficient income to meet its interest charge, because 
the cash dividends and other income amounted to only $1,124,808. 
This means that if the company continued on its existing income basis, 
it would lack at least $136,073 each year for meeting the annual fixed 
charges upon the debentures. 
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In regard to the treatment of stock dividends received, there are 
at least three possible methods of accounting: first, the one used here 
of taking the stock dividends received into the income statement at 
their market value; second, that of taking the stock dividends into a 
company’s income statement at a value representing the proportionate 
share of the earned surplus for the year to which the company is 
entitled, by virtue of the fact that it holds a certain percentage of the 
operating company’s capital stock; and last, that of treating the stock 
dividends as only a further subdivision of the shares representing the 
original investment, which has nothing to do with income. This 
last practice, as is common knowledge, was firmly established by the 
celebrated case of Eisner v. Macomber, 252 U.S. 189 (1920). 

In the case of the Mid-West Electric Corporation, if market values 
were to be taken as the basis for accounting for stock dividends, the 
cash dividends and other income items remaining the same, it must 
be clear that the company’s only possible chance of meeting its annual 
interest charges was to sell some of the shares of stock that it received 
as dividends. This means that presumably to that extent it would 
lessen its voting equity in the Central West Utilities Company. It is 
likely that the Mid-West Electric Corporation would be loath to take 
this action, since the 19% holding which it had on December 31, 1926, 
probably gave it effective control of the Central West Utilities Com- 
pany. Presumably the corporation would desire to retain that control 
if possible and not dilute its interest by selling any of the shares received 
in the form of dividends. The only other possibility, then, by which 
the Mid-West Electric Corporation might safeguard itself was the 
assumption that the Central West Utilities Company at some early 
future date would declare a rather large cash dividend. Such a divi- 
dend would replenish the cash account of the corporation, which each 
year would have gone down because of the heavy interest charges 
not covered directly by current cash earnings. Since there would be a 
disadvantage in selling the shares in order to get additional cash, and 
since the possibility of the Central West Utilities Company’s changing 
from a stock dividend to a cash dividend policy was problematical, 
it would seem unwise in any case for the Mid-West Electric Corporation 
to take up in its income statement at market values the stock dividends 
it received. 

If it is true that the 19% stock holding virtually gave the Mid-West 
Electric Corporation effective control, there might be some justification 
for the corporation’s taking its stock dividends received as income at a 
value which would represent capitalizing the share of the year’s earned 
surplus to which it was entitled, or, in other words, taking up on its 
books 19% of $23,105,577.50, or $4,390,059.73. Even if this practice 
were followed, however, it would not solve the problem, for although 
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there might be some justification for going as far as this in accounting 
for stock dividends received, the Mid-West Electric Corporation still 
would not have received any cash from its stock dividends which could 
be used to meet interest charges. Therefore, about the only statement 
that can be made regarding this policy is that the stockholders would 
not be quite so badly misled in reading the income statement in this 
instance as they would be under the present practice of the company. 

From the foregoing, both methods discussed having been virtually 
ruled out, it begins to appear that the wiser practice would be to 
conform to the policy of not treating stock dividends as income until 
such shares of stock are sold. This is the soundest practice and is 
certainly the only practice that represents the truth, for until the shares 
received are converted into cash, a company has no income over and 
above what it would have had without the additional shares. There- 
fore, an income statement should not be so constructed as to lead a 
reader of the statement to believe that something had been received 
when in reality ithad not. This only leads to the conclusion that where 
any practice other than the one just discussed is used, ample footnotes 
or informative data explaining the practice followed by the company 
should be attached to its income statements, so that in no case would 
anyone using the statements or referring to them be misled because 
of lack of information regarding the practice which the company 
happened to be following. 

As to the discrepancy in the number of shares of stock paid out in 
dividends, which can be computed from the capital accounts and the 
consolidated surplus statement of the Central West Utilities Company, 
we find, as stated in the problem, that the difference amounts to 
$127,636. This discrepancy apparently can be accounted for in the 
statement of capital accounts of the Central West Utilities Company 
under the title of “Dividends Payable in Common Stock,” because 
if the difference between the $1,351,140.60 and the $1,223,515.50 is 
taken, $127,625.10 is obtained, which apparently accounts for the 
dividends declared but not yet paid. The discrepancy of $10.90 
very likely represents a fractional share which would be taken care of 
in cash, so that the $127,636 difference can be accounted for. 

If there are so many bad features attached to taking stock dividends 
as income, regardless of the price or value, the question might be 
asked why any company should be foolish enough to account for them 
in this manner. The answer seems to be that the market prices for 
the stock will be higher if stock dividends are paid than if cash dividends 
were paid, for the reason that if a concern earned, let us say, $11.25 a 
share but paid a cash dividend of something like $3.50 a share, as is 
the customary practice, the stock would not look nearly so attractive 
to prospective investors. If stock dividends were paid, the market 
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price, in most cases at least, would be worth book value and 
probably more, because of the fact that a shareholder could elect to 
sell his stock dividends and get cash, whereas with a cash dividend 
he has no option unless he wishes to sell part of his original investment. 
There is also the fact that the continued paying of stock dividends 
may tend to bring the stock price more nearly within the range of the 
average investor, whereas, if the original number of shares was not 
changed, the price, providing the concern were profitable, would tend 
to increase year after year until it would be somewhat out of the range 
of a great number of possible investors. 


July, 1929 PABEC: 


APPEAL OF First NATIONAL BANK oF ST. Lours! 


ACCOUNTING—Capitalization of Organization Expenses. In connection with 
the consolidation of three banks into one organization, the sum of 
$30,000, representing attorney’s fees and payment for overtime work of 
employees, was spent and charged by the bank to expense. This amount 
was deducted by the bank on its income tax return for the period, but was 
disallowed by the tax commissioner. The Board of Tax Appeals decided 
that, since the transaction which called forth the expenditures in question 
presumably was one which would result in increasing and maintaining 
the earning power of the taxpayer, they should be treated as a capital 
asset and not as ordinary and usual expenditures incurred in the conduct 
of a going business, 


(1919) 


This is an appeal from the determination of a deficiency in income 
taxes for the period from July 7, 1919, to December 31, 1910, inclusive, 
in the amount of $7,280.56. In its petition, the taxpayer charges error 
on the part of the Commissioner in disallowing, as deductible expenses, 
$23,191.76 alleged to have been paid for adding machines, $16,100 alleged 
to have been for a lease of certain property, and $30,000 said to have 
been paid in connection with the merging of several banks with the 
taxpayer. At the hearing of the appeal, counsel for the taxpayer stated 
that he was satisfied with the Commissioner’s adjustment of items 1 
and 2 and desired the Board simply to pass on the third question. 

The taxpayer is a national bank, located in St. Louis, Missouri. 
It originated by the consolidation in rg19 of the old Third National 
Bank, the Mechanics American National Bank, and the St. Louis 
Union National Bank. Incident to the consolidation of the afore- 
mentioned banks, the sum of $30,000 was spent by the taxpayer and 
charged on its books to expense. This amount was thereafter deducted 
in its income-tax returns for the period under consideration. Of this 
amount $16,500 represented attorney’s fees and $13,500 represented 
sums paid to employees on account of overtime work required in trans- 
ferring the assets of the three banks to the one. 


Opinion 


Arundell: Section 234 (a) (1) of the Revenue Act of 1918 provides 
that in computing net income there shall be allowed as deductions all 
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of the ordinary and necessary expenses paid or incurred during the 
taxable year in carrying on any trade or business. It is desired here 
to deduct, under this provision, the amounts expended in connection 
with the consolidation of the several banks mentioned in the findings 
of fact. Generally speaking, items to be deductible under this sub- 
division of the section must be those ordinary and usual expenditures 
incurred in the conduct of a going business. The fact that they may be 
unusual in amount or seldom recur can not deprive them of their 
inherent character as expense items. On the other hand, amounts 
expended for assets that are to continue in use in the business over 
several years are usually to be classified as capital items, and the sum 
paid therefor is recovered over the life of the asset, if it be of an exhaus- 
tible character. The transaction which called forth the expenditures 
here in question was presumably one which resulted in increasing and 
maintaining the earning power of the taxpayer, and thus throughout 
its corporate life the taxpayer will enjoy the fruits of these expenditures. 

Some accounting authorities have urged as a matter of sound and 
conservative accounting that organization expenses, which are sub- 
stantially similar to the items here in question, should be written off 
over a term of from 2 to ro years, for the reason that such expenses, if 
capitalized, are represented by no salable assets. Much may be said 
for such a course as a sound business measure. However, as we have 
heretofore had occasion to remark, the income-tax laws are not always 
in accord with accounting practice. We cannot escape the conclusion 
that the expenses in question are not those ordinary and necessary 
expenses permitted by the statute to be deducted.? It must follow that 
the determination of the Commissioner is approved. 

ComMMENTARY: There are at least four possible methods of account- 
ing for organization expenses: first, to write off such expenses as soon 
as they are incurred, as Montgomery advocates in his Auditing T. heory 
and Practice, realizing that such writeoff is not allowable as an income 
tax deduction but is quite sound from the standpoint of a company’s 
accounting policy; second, to capitalize such expenses temporarily, 
writing them off within two years; third, to capitalize such expenses 
and write them off over a longer period of time, in spite of the fact 
that this may be said to be an abusive practice; and last, to capitalize 
such expenses permanently. 

The practice of writing off organization expenses immediately is 
obviously the most conservative practice and very well meets the 
objection that organization expenses have no resale value and therefore 
could hardly be classified as an asset under any circumstances. 
Whether the reasoning which leads one to this practice is logical or not, 
the fact remains that many concerns, especially banks, follow this 
method. 





2 Appeal of Consolidated Asphalt Co., 1 B.T.A. 79. 
* Appeal of F. Tinker & Sons Co., 1 B.T.A. 799. 
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Conservatism, on the whole, does not seem to be a sufficient justi- 
fication for following such a practice, because in any case if the organi- 
zation expenses are written off immediately and against the current year’s 
profit, the profits for that year are greatly reduced and in some cases 
suffer the burden cost of a certain benefit which really carries over 
into several years in the future. From a profit standpoint, therefore, 
it would seem that the year of incurring the expense should not suffer 
the whole cost but only its proportionate share. This means that if 
the truth is to be shown, a sound prorating of the cost to the few years 
which benefit from the expenditure is absolutely indispensable, and 
conservatism of practice in no way should conflict with an adequate 
statement of the truth in so far as that may be possible. This practice, 
it is understood, is allowable for the determination of profits for the 
company’s statements but in no case is allowable in the computation 
of profits for reporting income tax. 

It can be argued that since no one knows whether the newly 
organized concern will make a profit or not or whether it will remain 
intact or not, it would be foolhardy to capitalize any of the organiza- 
tion expenses. But this argument, as can be seen, certainly cannot 
command much weight, since the same would be true in the case of 
all the fixed assets should there be a forced sale or should any other 
liquidating procedure take place. If the going concern concept is 
considered, organization expenses, if justified at all, are as indispensable 
as the expenditures made for new buildings, new machinery, and other 
equipment. 

If the second practice is to be followed, namely, that of capitalizing 
the expenditure temporarily and writing it off in the first two years, 
there is at least a chance to observe what the concern is going to do 
from a profit standpoint, and, therefore, to ascertain if any profit 
is to be made and whether or not there is any justification for any of 
the expenditures. This, of course, is only a matter of hindsight and 
in no way solves the problem, because, regardless of whether the con- 
cern is profitable or non-profitable, the organization expenses must be 
eliminated or otherwise accounted for, since they have already been 
incurred. From the standpoint of a new concern and its stockholders, 
there is a better opportunity to present a favorable statement if 
several years are used to write off the organization expenses than if 
they are written off immediately; for, if the expenses involved in 
organizing a new concern are written off in the year in which they 
are incurred, a deficit may appear. 

The third policy, which is that of capitalizing the expenditure and 
writing it off over a longer period of time than two years, tends to 
raise a highly different set of views. In Italy, for instance, where the 
life of a corporation is limited to fifty years, the law states directly 


48 HARVARD BUSINESS REPORTS 


that organization expenses shall be prorated over the life of the charter 
of such corporation. This practice apparently is based upon the 
reasoning that the organization expenses are as indispensable as 
expenditures for plant and machinery, the only difference being that 
the plant and machinery may wear out because of use in a shorter 
period of time, whereas presumably the organization expenses will 
at least last the length of the corporate charter. In the United States, 
when organization expenses are capitalized, the question may be raised 
as to why these expenses should be written off so long as the corporation 
continues to exist. Unlike goodwill, organization expenses do not result 
from earnings, but, like machinery, represent an actual cash outlay. 
Good accounting practice advocates the depreciation of machinery, 
not according to profits made by a corporation, but rather according 
to the loss in value caused by use and the passage of time. The point 
to be decided in connection with writing off organization expenses, 
therefore, is whether they are subject to the depreciation or other deduc- 
tions which affect machinery values. Organization expenses are not 
subject to such depreciation; therefore, it would seem, on the whole, 
that a middle course such as the third method can hardy be adopted; 
consequently, either the first or second, that is, writing off the expendi- 
ture immediately or capitalizing the amount and writing off the sum in 
two years, must be resorted to, or the full length must be travelled 
and the fourth method adopted, which is to capitalize the expenditures 
permanently. 

From a strictly logical point of view, it seems that the fourth method 
has some merit, on the ground that an organization has no earning 
power or capacity until it is properly constructed and that the expenses 
incident to such construction are as much a part of the permanent 
investment as any of the fixed assests. So long as the corporation 
has life and remains intact, the organization expenses are as much a 
part of the fixed investment as the plant and machinery, regardless 
of whether the concern has been profitable or non-profitable. From a 
sound accounting point of view, if organization expenses were cap- 
italized permanently and properly classified, no reader of a balance 
sheet would be greatly misled, because he could draw his own conclusions 
as to what value he might attach to the organization expense. So 
far as information is concerned, a reader of the balance sheet might 
attach great value to learning just how much it cost the individual 
corporation to become established, knowing at the date of reading the 
balance sheet all of the history that had transpired, and if safeguards 
were necessary, the company could easily provide for them by segre- 
gating a portion of surplus to offset the organization expense. 

It can be seen from the above discussion that there are several 
points of view to be considered: first, the income tax view; second, 
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what might be termed accounting practice dictated by current business 
policy; and third, the logical view. The Board of Tax Appeals in 
the present case did not say how the First National Bank of St. Louis 
should account for its organization expense. It merely said that the 
bank could not deduct such expenses in the computation of profits 
for income tax reporting purposes. This ruling, although it conflicts 
with the first two methods, the second of which in particular is common 
practice, can be justified from the standpoint of the income tax depart- 
ment on the ground that the administrative difficulties involved in 
tax matters are so great that it is impossible to have many items treated 
at the option of the taxpayers. Consequently, to lay down an arbitrary 
rule regarding certain items, regardless of whether it conforms to 
current business practice or not, is the only possible working rule for 
the income tax department. On the other hand, if a company wished 
to conform to current practice, it would probably elect to use the second 
method, as most concerns have written off their organization expenses 
in as short a period as possible. This method has the advantage 
of being semiconservative and eliminates at an early date an asset 
which has no resale value. From the strictly logical point of view there 
certainly are reasons of considerable weight for permanently capitaliz- 
ing organization expense, and the only reason that this practice might 
be frowned upon would seem to be that current practice in this country 
does not approve it. 


July, 1929 PARSG: 


EGGLESTON FABRICS CORPORATION! 


MANUFACTURER—TEXTILES 


ACCOUNTING—A mortization of Alteration Costs for Leased Property. A textile 
manufacturing company bore the expense of maintaining the office and 
showroom of its New York selling agent. In 1926, when the company 
signed a seven-year lease for a new office on which it made extensive 
alterations, the advisability of treating all or a part of the alterations asan 
asset was considered. The company decided to set up the alteration 
cost as a temporary asset and to write it off gradually as an expense, 
prorating the cost over the seven-year term of its lease. 


(1926) 


The Eggleston Fabrics Corporation, a textile manufacturing 
company having annual sales of approximately $2,000,000, dis- 
tributed about 90% of its output through a selling agent in New 
York City. Under its contract with this agent the company 
bore the expense of maintaining the New York office and show- 
room. In 1926 the lease on the quarters then occupied expired, 
and the company decided for various reasons not to renew it. 
Another office was selected and a lease was signed for a period 
of seven years. The new office was larger and more favorably 
located than the one previously occupied. In order to make it 
more suitable for the company’s purposes, however, extensive 
alterations were necessary. Since the lessor was not willing to 
pay for those alterations, the Eggleston Fabrics Corporation was 
forced to make them at its own expense. 

The total cost of the changes made amounted to nearly $70,000, 
which was equivalent to approximately 35% of the company’s 
net income for the year. Because of this high percentage, the 
advisability of treating either the whole or a part of the alterations 
as an asset came up for consideration. Writing off the entire 
cost as an expense of the year 1926 would have the effect of reduc- 
ing the profits of the year to a point much lower than the normal 
annual profits. The management of the company believed that 
such a policy would handicap it somewhat and therefore it did 
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not wish to charge off the entire amount as expense unless the 
facts required such a course. 

Since the benefits to be derived from the alterations were not 
confined to the year 1926, it seemed to the management that at least 
a portion of the cost might properly be set up as an asset. The 
determination of the portion which should be capitalized raised 
several questions. The simplest method of handling the matter 
would be to regard the entire $70,000 as a permanent addition 
to the company’s fixed assets. The chief objection to such a 
method lay in the fact that the company did not own the property 
on which the alterations had been made, and that when it vacated 
the property at some future date these alterations could not be 
removed nor their value restored to the company. 

An alternative plan would be to set up the cost as a tem- 
porary asset or a deferred charge, and to write it off gradually as an 
expense, distributing it over the years which would be benefited. 
The determination of the portion which should appear as an 
asset on any balance sheet and the portion which should appear on 
the operating statement of any year as an expense depended neces- 
sarily on the period over which the company would receive benefits 
from the expenditure. If it were certain that the lease would not 
be renewed and therefore that the company would not occupy 
the property longer than seven years, a reasonable method of 
writing off the alteration cost would undoubtedly be an equal 
annual apportionment over a seven-year period, resulting in 
an annual decrease in the asset value of $10,000 and a correspond- 
ing charge to expenses. It was possible, however, that the 
term of occupancy might be extended by a renewal of the lease, 
in which case the benefits to be derived from the alterations would 
apply for a longer period than seven years. Under these cir- 
cumstances it might be desirable to apportion the alteration cost 
according to the entire period of occupancy. The company 
had no basis on which to estimate the probability of such an 
extension of its term of occupancy. 

On the other hand, since the company’s contract with its 
selling agent had only two years to run, the benefits to be derived 
from the alterations might apply for less than seven years. While 
there was a reasonable expectation that this contract would be 
renewed, it was possible that new arrangements for the distribution 
of the company’s product might be made. In that event the 
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office now occupied might be vacated and subleased to another 
tenant. In view of this possibility, it might be advisable to write 
off the cost of the alterations over a shorter period than seven 


years. 
The company’s decision was to prorate the cost of alterations 
over the seven-year term of the lease. 


CoMMENTARY: It would be unsound in the present case to treat 
the alteration costs of $70,000 as a permanent addition to the fixed 
assets. From the facts of the case, the alterations were such that they 
could not be removed; this means that the asset value, if any, would 
accrue to the landlord, and not to the lessee. To set up the $70,000 
charge as an asset on the books of the Eggleston Fabrics Corporation 
would, to say the least, state an untruth, unless the rate of depreciation 
applied to that particular amount was large enough to write it off 
within the period of the lease. Even though such a depreciation rate 
were used, it does not seem that this method of handling the alteration 
costs would be sound. 

Although the idea of charging the $70,000 directly to Surplus 
apparently was not considered in this case, it might have been a 
possibility. If this method of disposing of the $70,000 had been 
applied, the accumulated profits from past years would have been used 
to defray the expenses of alterations of the year 1926. This procedure 
would have been penalizing the past years with expenses with which 
those years had nothing to do and safeguarding the present and future 
years from bearing the expenses of alterations which they really 
brought on. If the surplus had been large and had been increasing, 
a charge of $70,000 would, in dollar units, have affected it very little, 
in which case some might argue that charging the amount to Surplus 
would have been the most convenient method. If the surplus had 
been small and had been showing considerable decline in recent years, 
as has been the case with most New England textile companies, it is 
doubtful if the Eggleston Fabrics Corporation would have wished to 
reduce its Surplus account still more by penalizing it with such a charge. 

Presumably, the most conservative method of accounting for the 
cost of alterations made on property occupied by a lessee on a short- 
term lease would be to treat the entire cost as an expense of the year 
in which the alterations were made. This method, however, would 
work an undue hardship on the particular year, since that year would 
bear the cost of improvements which would benefit subsequent years. 
Such a procedure would be as untruthful as, or, from a profit stand- 
point, more so than, the method discussed in the preceding paragraph. 
It would seem, therefore, that a reasonable attitude to take would have 
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been that of making each year that received any benefit from the altera- 
tions suffer a-portion of their costs. The solution to the problem, then 
really rested upon the ascertainment of the number of years that would 
be benefited. 

In this case it was not certain how many years would be benefited. 
The least, it would be fair to assume, would be two, at the end of which 
there was a possible chance that the selling agent would terminate 
his connection with the company. If this happened and the company 
could not find another agent to take over the showroom, the latter, by 
the facts presented, would probably have to be sublet. In that event, 
if the company had not arranged to charge off the total cost in two 
years, the balance not written off would have to be charged to Surplus 
as a capital loss. Since, however, very few things are absolutely 
certain, all one can do is to act according to reasonable expectations. 
In the present case, the company had every reasonable expectation of 
renewing the contract with its agent, so that the expenses, if temporarily 
capitalized, could be amortized over a longer period of time than two 
years. 

Even if no complication had arisen from the selling agent aspect of 
the problem, there was still the factor that the improvements might 
not serve the company’s purposes during the entire length of the lease, 
which was seven years. Although there is no definite statement that 
the company fully intended to get a benefit from the alterations for 
seven years, one can presume that to have been the case, for, otherwise, 
the company would not have been willing to spend so large a sum as 
$70,000. Consequently, with no adverse considerations presented 
so far as the expenses are concerned, it would seem that seven years 
would be a fair basis. 

On the other hand, the company might continue in the new office 
by renewing the lease, so that more than seven years might be benefited. 
Here, it would seem we must draw a line. In the first place, the 
Eggleston Fabrics Corporation had not renewed its old lease for a 
number of reasons. At the end of the coming seven years, there might 
be equally as many reasons why it would not renew the existing lease. 
Therefore, it seems that seven years is a long enough time about which 
to conjecture. Further than that, the chief purpose in capitalizing 
any of the expense was to refrain from unjustly penalizing any one 
year’s income. If the expenses were distributed over seven years, 
no single year would bear a preponderant share of the burden. On that 
basis, each year would be sustaining a cost equivalent to only 5% of 
the profits, which would not be exorbitant or unfair, since each year 
would be receiving a benefit corresponding to the charge. 

The conclusion having been reached that the seven-year period 
should be used as a basis to amortize the $70,000 expense item, a final 
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question would arise as to the method of amortization. Should the 
expenses be distributed equally over the seven years, or should the 
expenses be charged according to each year’s income? The surest 
method of eliminating the $70,000 would be to use the straight-line 
method, charging each year with $10,000. There was no sure way of 
forecasting how profitable any of the years would be. Further than 
that, the mere fact that one year was more profitable than another 
would not indicate that the additional profit was brought about by the 
alterations made. Therefore, no one year should stand any more of 
the cost of the alterations than any other year; from a sound accounting 
point of view, an equal annual charge would seem to be the best method 
of amortization. 

To summarize, it might be stated that when alterations are made 
by a tenant on property leased on a short-term basis their cost may be 
charged to Surplus, although such practice is usually not preferred. 
A procedure which generally seems better is that of temporarily 
capitalizing and writing off such costs in equal amounts over the years 
of the lease, provided there is adequate reason to believe that the 
company will receive the benefits afforded by the alterations through- 
out the entire length of the lease. If, on the other hand, there is a 
likelihood that the alterations will not serve the company’s purposes 
for the entire length of the lease, the company should make every 
effort to ascertain the number of years the improvements will serve 
its purposes, and then write off the charges capitalized over this number 
of years. The soundest method of amortizing the expenses is the 
straight-line method, for the assumption is that no one year will receive 
any more benefit than any other year from the alterations made. 
Therefore, no year in the lease period should stand any more of the 
charges than any other year. A company which did allow one or 
more years to assume a preponderant share of the charges, because 
those years proved to be more profitable than the others, would be 
adopting a more or less haphazard method of accounting for the costs 
of alterations. Unless it is certain that the lease will be renewed, a 
company should never consider capitalizing the alteration costs and 
writing the amount off over a longer period than the number of years 
covered by the first lease. At the other extreme, it seems equally 
unwise to charge off the entire cost of alterations in the year in which 
they are made, especially when the amount is so large as to reduce 
greatly the profits for that year. 


May, 1928 PRO 





AMAZON PRopucts Company! 


MANUFACTURER 


ACCOUNTING ORGANIZATION—Centralization in Company Operating Large 
Number of Manufacturing and Selling Units. A company operating a 
large number of manufacturing plants and selling companies wished to 
centralize all accounting work of the company in its home office, believing 
that it was not necessary for each unit to maintain its separate identity 
and that standardization and uniformity of accounting were imperative. 
By emphasizing the fact that each plant was a part of one large organiza- 
tion, the vice president in charge of accounting had been able to induce 
most of the manufacturing plants to have their accounting done by the 
home office. Theselling branches, however, refused to follow this policy; 
the branch managers contended that they could obtain the best results 
by operating the branches as separate businesses. Since he wished to 
avoid any organization difficulties, the vice president was uncertain 
whether he should attempt to effect complete centralization of the com- 
pany’s accounting. 

The accounting work of the Amazon Products Company had 
became tremendous in size and complicated in operation because 
of the new companies that had been acquired from time to time. 
The company originally had been small, but, because of competi- 
tion and because of the prevalent idea that one large corporation 
would prove more profitable than a number of small ones, it 
gradually had grown until it was one of the largest corporations 
in the United States. Units of two types had been acquired, 
including about 40 manufacturing plants and about 200 selling 
companies. 

The home office of the company was in New York City. The 
vice president in charge of accounting had always been of the 
opinion that the accounting work should be centralized in the 
home office, on the ground that the units, once consolidated, all 
formed one large company and that there was no need for each 
company to continue to maintain its separate identity, either 
from an accounting or from any other point of view. In addi- 
tion, the vice president believed that, with such a large number 
of divisions, standardization and uniformity of accounting were 
~~ 1 Fictitious name. 
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imperative, but that they could not be effected if each plant and 
branch was left to do its own accounting work in its own way. 

At first it had been difficult to convince the manufacturing 
plants that they were a part of one large organization and that 
they could make a profit only when the company as a whole made 
a profit. By gradual education, however, this idea had become 
commonly accepted, and the various plants had acquiesced in 
their accounting work’s being done in the home office. Never- 
theless, questions arose from time to time as to the soundness 
of the policy of centralization of the accounting work. On these 
occasions one argument always was presented, namely, that if 
each plant did its own accounting work, the executive in charge 
of that plant would have a better control than he would have 
with centralization of accounting, and that he would have thereby 
a better chance to deal with any difficulties that might present 
themselves. On the other hand, the fact that the plant executives 
could never have complete control, because all financial measures 
and budget programs were dictated from the home office, meant 
that in any case the plant executives were limited in their 
initiative. 

In the case of the selling branches, the vice president had 
been less successful in his policy of centralization; the branch 
managers refused to let the home office do their accounting work, 
contending that they could obtain the best results only by operat- 
ing the branches as if these were their own businesses and by 
doing all the work connected therewith. The vice president 
replied that this argument had little validity, since the home 
office charged the branches with the stock they sold at a figure 
higher than cost and the percentage of mark-up was not known 
by the selling branches. If the profit of the latter became too 
large, the home office probably would increase the price at which 
it billed merchandise to the branches. Futhermore, whatever 
profit was made in the branches was taken over sooner or later 
by the home office in the form of dividends, so that no surplus 
ever could be accumulated on the books of the selling branches. 

In view of these general accounting conditions, the vice 
president was in a quandary as to what action he should take, 
especially since he was anxious to avoid any organization diffi- 
culties. However, with the accounting work half centralized 
and half decentralized, his department was not working so 
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smoothly and consistently as he desired. Since he was responsible 
for the accounting work, he wanted to have it organized on a 
consistent and uniform basis. 


CoMMENTARY: Two questions are raised here: centralization, and 
uniformity, of accounting among a large number of units merged 
into one consolidation by inter-company relationship. Of these, 
uniformity was much the more urgent; it is difficult to see how the 
comptroller could prepare his consolidated statements unless the 
statements of the separate units were made up with the same items in 
each, and with some assurance that any one item meant the same thing 
in all the statements. Moreover, in view of the fact that many 
independent companies in the same industry have been induced by 
trade association activities to adopt the same accounting plan in the 
interests of uniformity, there would seem to be no valid reason why 
different subsidiaries of the same parent company may not do so, too. 

Centralization of the accounting, on the other hand—its removal 
from the local units to the head office—was a more far-reaching affair, 
since that involved taking the accounting out of the hands of the 
individual company officials, who were likely to resent an interference 
with what they regarded as their legitimate authority. In many 
cases the officers of the parent company would be unwilling to apply 
coercion to the type of man who was able enough to administer one of 
its subsidiaries effectively, thus leaving the general comptroller under 
the necessity of using what moral suasion he could bring to bear to 
gain his ends. It is understandable, also, that the sales branches were 
less amenable to this sort of pressure than the manufacturing units 
were; it is easier to convince a production man than a selling man that 
his efforts alone do not make profit for the company, when it is the 
general doctrine that the selling act consummates the profit. More- 
over, it was necessary to accord to the managers of sales units a great 
deal of liberty in adapting themselves to local conditions in regard 
to prices, allowances, and special deals, and liberty in accounting was a 
natural consequence. 

Uniformity in accounting was of sufficient importance to deserve the 
support of the general executives, but probably they could accomplish 
just as much by gradual education as by sudden compulsion. 


March, 1929 T. H.S. 


DEEPHAVEN PIANO Company! 
MANUFACTURER—PIANOS 


Stores Controt—Method of Requisitioning Material. A company manu- 
facturing high-grade pianos maintained a lumber yard where the wood 
used in its products was dried and seasoned before being manufactured 
into parts. Pianos usually were manufactured for stock in lots of 24, 
and the wood required for all the parts of the cases in one lot was requisi- 
tioned at one time. Because of increasing lumber costs and the need for 
more complete material records and control than it was using, the com- 
pany decided to establish a stock room in the mill for storing the parts 
used in making piano cases and to install a complete stores record for 
accounting for all parts entering and leaving the stock room. Orders for 
sawing any parts required for a lot of cases or for the replenishment of 
stock were to be issued by the storekeeper after he had consulted the 
stores ledger cards. 

Quatity Controt—Record Used to Obtain Uniform Grading of Materials. A 
company manufacturing high-grade pianos knew that grading of lumber 
varied between the firms from which it was purchased, and that the 
grading standards of the same firm fluctuated from time to time, with 
the result that not all lumber of a specified grade was of the same quality. 
In order to check the quality and waste from sawing of all the lumber it 
purchased, the company adopted a form on which to record the results 
obtained from each lot of lumber, identified as to its grade and origin. 
By means of this form the company was able to show dealers that 
different lots of lumber purchased from them, supposedly of the same 
grade, had not yielded similar results when sawed. As a result, the 
company obtained more consistent grading of lumber from those dealers. 


(1927-1929) 


In 1927, because of increasing lumber costs and the need 
for more complete material records and control than it was using, 
the management of the Deephaven Piano Company decided to 
revise its system of requisitioning the wood required for the parts 
of piano cases. 

During the 100 years since its establishment, the Deephaven 
Piano Company had manufactured pianos embodying a high 
quality of workmanship. Its pianos, along with those of three 
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other companies, were regarded as the best instruments in the 
field. Ninety per cent of the pianos made by the Deephaven 
Piano Company were of the grand type and 10% were upright. 
Thirty-four standard models, including four reproducing piano 
models and three period models, were made for stock; the mechan- 
isms for the reproducing pianos were manufactured by a subsidiary 
company. The reproducing pianos were made to retail at prices 
ranging from $2,900 to $4,000, the grand pianos at prices from 
$1,300 to $2,500, while the upright models were sold at lower 
prices. The company, with a labor force of about 4oo men, 
produced approximately 2,000 pianos annually. 

The factory was divided into two groups of departments, the 
first group containing all the departments which manufactured 
portions of the piano cases, and the other group the departments 
which made the action parts. Because it was the company’s 
policy to produce pianos of the highest quality possible, most of 
the work was done by hand, and the average length of time 
required to produce a complete piano was six months. It was 
the usual practice of the trade to manufacture pianos for stock 
in lots of 24, except in periods of dull business, when it was 
attempted to have a smaller number in each lot, but not less than 
12. Special orders for one or more pianos were routed through 
the factory separately. 

The company maintained a lumber yard at its plant, where 
the wood used in its products was dried and seasoned for at least 
nine months before being put into the manufacturing processes. 
Until 1927, the wood required for the piano cases was requisitioned 
for each lot separately; sufficient wood was requisitioned from the 
yard at one time to make all the parts of the cases in one lot. 
Although the best grade of lumber was purchased, an average of 
40% of each lot requisitioned had to be thrown away because of the 
cutting out of knots and other imperfections. Small pieces of 
wood which could have been cut into parts for other models of 
pianos were thrown away with the unusable pieces and burned 
under the factory boilers. 

In accounting for the material cost of a group of pianos, the 
total cost of the lumber from which the parts were made, regardless 
of the amount of wood burned, was charged to the lot; no charge 
was made to the fuel account and no credit to the lumber account. 
The sawyers were relied upon to use the wood delivered to them 
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from the yard to the best possible advantage, and no other attempt 
was made to control the amount of waste. 

In 1927, the management decided to establish a stock room 
in the mill for storing parts to be used in making piano cases and 
to install a complete stores record to be used in accounting for 
all parts entering and leaving the stock room. Approximately 
two months’ supply of the main case parts, such as leg columns, 
fall boards, and parts for the rim, was to be kept on hand. When 
it became necessary to order more parts, a number sufficient for 
a standard lot of 24 was to be requisitioned. 

Under the new system, a production order for each lot of 
stock models was sent to the mill stock room, and a copy of the 
order also was given to the sawyers. From standard bills of 
material it was possible to determine the number of wood parts 
required for the cases in each lot of 24 pianos. The storekeeper, 
after checking the stores ledger cards kept in the stock room, issued 
an order for sawing any parts required for the order or for the 
replenishment of stock and authorized the yard to issue the lumber. 
The sawyers, adequately supervised, were required to cut as 
economically as possible the kind and number of parts specified, 
and, whenever possible, to utilize odd pieces of wood left over 
by making any parts which could be used on other models. F rom 
their lists of standard parts and their general knowledge of what 
parts could be used in the factory, the sawyers were able to use 
some material which under the old plan was thrown aside and 
burned. All pieces sawed, whether requisitioned or not, were 
sent to the mill stock room and their cost was entered on the 
inventory records. As the various manufacturing departments 
required wood, they drew the parts from the stock room. 

To determine the cost of parts, the method used previously 
was continued. A record was kept of the number of board feet 
of lumber requisitioned to make each lot, and the number of 
board feet in each part cut was computed; from the last calculation 
was obtained the total number of board feet in the pieces made. 
The percentage of waste was figured from the total and allotted 
to each separate part in the proportion that the net amount of 
material contained in each piece bore to the total material in 
all the parts made. The cost of the original material used was 
then divided among the parts on this basis. Storage costs and 
interest on investment during the seasoning period of the lumber 
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were not included in the material cost; the management preferred 
to regard such costs as overhead expense. Direct labor costs of 
sawing parts were charged direct to jobs on a time basis. When 
parts were issued to the productive departments, they were 
charged to jobs at average costs as determined from the stores 
records. 

Small pieces of wood measuring only several inches in length 
and width were not entered upon ihe stores inventory records, as 
the cost was negligible. These parts generally were cut from 
scrapped pieces and were used for decorative effects on the cases, 
either as cut, or carved with designs. The company’s attitude 
was that since the actual material content of these parts was 
small and since the company sold finished pianos only and no 
parts, it was inexpedient to attempt to place a material cost on 
them. Through the establishment of the intermediate storeroom, 
the company reduced the waste percentage to an average of 30% 
for all lumber, although in the sawing of sounding boards, which 
required perfect straight-grained lumber, waste averaged 6 5%. 

The new method of entering materials did not give the com- 
pany all the information it desired. It had known for many 
years that grading of lumber varied according to the firms from 
which it purchased its lumber stocks, and that the grading stand- 
ards of the same firm fluctuated from time to time. Con- 
sequently, the Deephaven Piano Company never was sure that a 
carload of a specified grade of lumber ordered at one time would 
be the same as one ordered from the same dealer at another time. 
The company desired a record to enable it to check the quality, 
and waste from sawing, of all the lumber it purchased. It also 
desired a record whereby it could determine statistically the 
best grade of lumber to be used for certain parts, although it 
knew from experience which kinds of wood were best for partic- 
ular purposes. With these objectives in mind the company 
drew up the form shown in Exhibit 1, and put it into use in 1929. 

The upper section of the form showed the amount of material 
requisitioned from the yard to be used for definite orders. All 
lumber in the yard could be identified as to grade and origin, and 
this information was entered with the purchase price per thousand 
feet. The middle section on the left-hand side of the form showed 
the net amount of lumber in the pieces cut from the quantity 
taken from the yard. At the bottom of the form was an analysis 
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of the lumber taken, showing the waste resulting. The cost 
department completed the middle section on the right-hand side 
of the form. The ratio of each item in the “Net Cutting Feet”’ 
column to the total of that column, applied to the total lumber 
taken from the yard, gave the number of board feet of lumber, 
including waste, to be charged to the various parts. The last 
column headed ‘‘Order No.” was the folio column used to post 
the material costs to the lot cost cards. 

During the first six months of use of the new form, the com- 
pany was able to show several dealers that different lots of lumber 
purchased from them, supposedly of the same grade, had not 
yielded similar results when sawed. As a result the company 
began to receive from those dealers lumber graded more con- 
sistently. Another result obtained was that the company found 
it possible to buy cheaper grades of lumber for certain purposes 
than formerly had been used and yet retain the high quality of its 
products. The waste records showed that in some instances it 
was more economical to use second-grade lumber costing about 
one-half as much as first-grade lumber because the waste from the 
cheaper grade was not twice as much as on the higher-price grade. 
As it continued the use of this form, the company hoped to be able 
to obtain more reliable data concerning waste from different kinds 
of wood. 

The company contemplated the installation of a system of 
standard costs in its plant. Another piano company which 
manufactured pianos of a lower quality had installed a complete 
system of standard costs for material, labor, and overhead expense, 
which appeared to work satisfactorily, and the Deephaven Piano 
Company wished to study the feasibility of adopting a similar 
system. It expected that data compiled from the new form would 
give sufficient information to enable it to establish standard costs 
for materials for piano cases, and that eventually it would be 
able to extend a system of standard costs to include all the ele- 
ments of the cost of manufacturing its products. 


ComMENTARY: The case exemplifies the frequency with which 
changes in or additions to records are an incident in changes in the 
physical handling or processing of materials. The establishment of an 
intermediate stores room of piano parts necessitated a record to control 
those stores, as otherwise manufacturing orders for pianos would find 
a shortage of parts in stock, and parts would be cut direct for orders 
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for complete pianos, the very thing the change was designed to obviate. 
It is easy to see how orders to cut specific parts might be carried out 
more economically than general orders to cut all the parts for a number 
of complete pianos; a saving of 10% in lumber used would be a reason- 
able result of the change, and an ample repayment for the slight extra 
clerical work of keeping the stores inventory of parts. 

There was no change in the method of figuring the cost of 
parts; the pro-rating of the gross amount of lumber cut over the 
different parts cut in proportion to the net lumber content of the 
finished parts was rational; no exception could be taken to it, unless 
the cutting of a given part regularly involved more waste than other 
parts. The principal purpose of the form given was, therefore, to 
identify specific purchases of lumber at the time of cutting them up, 
and the advantages of the form were realized when it became possible 
to acquire more uniformly graded lumber, by being able to show lumber 
dealers the actual cutting records on supplies previously purchased. 

If a standard cost system were put into effect, there is no doubt 
that the new method of handling and accounting for parts would fit 
in better than the old method. 


March, 1929 ats. 


Druceists’ SuppLy Company! 


MANUFACTURER—DRUGGISTS’ SUPPLIES 


InNvENTORY Contror—Use of Perpetual Inventory System. When a com- 
pany which manufactured all types of druggists’ supplies organized a 
cost accounting department, it decided to adopt a system of perpetual 
inventories for all raw and semimanufactured materials, as well as for 
finished stock. By the use of inventory sheets in the storeroom, a per- 
petual balance of inventory, together with the value of the balance and 
its average unit cost, was maintained for each item. ‘These records 
aided the purchasing department in placing its orders so as to maintain 
the proper amounts of materials on hand. The balance-of-stores records 
were used also in estimating inventories when the books were closed each 
month. Complete physical inventories were taken but twice a year, 
and showed little variation from the book figures. 


The Druggists’ Supply Company operated a factory for the 
production of all types of supplies for retail drug stores. Patent 
medicines, tablets, lotions, perfumes, toilet preparations, and con- 
fectionery were included in the company’s output. When a cost 
accounting department was organized, the cost accountant sug- 
gested that a complete system of perpetual inventories should be 
used in the factory for all raw and semimanufactured materials, 
as well as for finished stock, in order that there might be avail- 
able at all times accurate records of the quantity and value of 
materials on hand. ‘These records would facilitate the accurate 
estimating of inventories. Each storekeeper would be required 
to maintain accurate balance-of-stores sheets; the data secured 
would be useful to the purchasing department and would form 
an essential part of the cost accounting system. 

It was desired to close the company’s books each month. If 
perpetual inventories were kept, it would not be necessary to take 
a final count of all materials in the factory each month; thus the 
company would secure a saving in labor which would be more 
than sufficient to pay for the clerical cost of maintaining the stores 
sheets. It also would be possible to draw up financial statements 
for the entire factory at any time. Losses in inventory would be 
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eliminated almost entirely, because the responsibility could be 
placed definitely on the storekeepers. The elimination of uncer- 
tainty as to the quantity and value of materials on hand was con- 
sidered an important factor in good management. 

The officials of the company decided to accept the perpetual 
inventory plan because of the benefits to be derived from accu- 
rate control of inventories, from purchasing data and cost figures, 
and from the ability to include in the general financial records of 
the company the values of the merchandise as shown on the 
inventory sheets. 

There were five main production departments in the factory, 
over each of which a general ledger control was kept. For the 
purpose of inventory control, under the new plan adopted, each 
department account was subdivided under three broad headings. 
The first division, Raw Materials, showed in detail the various 
classes of raw materials received, such as chemicals, containers, 
and literature, the latter consisting of labels, direction sheets, and 
leaflets. The second division was for Partly Finished Goods or 
Compounds, containing such merchandise as pharmaceuticals, 
patent medicines, tablets, and dry powders. In this classification 
were included products which were made up in large quantities 
by the manufacturing departments and kept in bulk until needed 
for distribution to finished stock. When the latter distribution 
was made, the partly finished goods or compounds were put into 
containers, such as boxes, bottles, flasks, and wrappers. Thus the 
account for partly finished goods actually represented an inter- 
mediate storage between goods in process and finished goods ready 
for sale. The third heading was Production Centers. For the 
purpose of inventory control and overhead distribution the pro- 
duction departments were divided into a number of centers, each 
of which made products of the same nature. For example, in 
department Number 1 there were production centers known as 
1A, 1B, and 1C. All products manufactured in each production 
center were sufficiently similar in nature to allow for ready dis- 
tribution of production expense. 

When partly finished goods or compounds were delivered from 
a production center to the partly finished stock room, labor and 
overhead charges were included with the material charges at pre- 
determined standard rates per unit, so that raw materials going 
into the production center were charged out at a figure covering 
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the material cost plus standard charges for labor and overhead. 
Finished goods delivered to the finished stock room had accumu- 
lated labor and overhead charges in each of the divisions through 
which they had passed. Thus the production department was 
charged with all the expenses involved in the finished product, 
not merely with the cost of materials. 

The company used more than 20,000 kinds of raw materials, 
all of which were kept in one storeroom. A perpetual inventory 
sheet, with the headings, Ordered, Received, Requirements With- 
drawn, and Value, was kept for each kind of material. Under the 
first four headings were spaces for the date, the order or requi- 
sition number, and the quantity. In the column for Value, the 
actual value of the materials on hand and the average cost per 
unit were entered. By the use of these sheets, for every item a 
perpetual balance of inventory was maintained, together with the 
value of the balance on hand. 

Inventory sheets were kept in the various departments, as well 
as in the storeroom. Much of the raw material could not be 
used in the manufacturing departments without being compounded 
according to formulas. In such cases, bulk amounts of the com- 
pound were made up in the storeroom and distributed to the 
departments in carefully measured containers. This action 
occurred in all cases where it was advisable to have on hand in the 
various departments standard compounds which could be kept 
without risk of deterioration or spoilage. When such a compound 
was received by a department, it was entered on a perpetual inven- 
tory sheet in the same manner as though it had been a raw material 
received from outside; actually, however, it was charged to the 
department only as used. 

By means of the balances shown on the stores inventory sheets, 
the purchasing department was able to place orders so as to main- 

tain the proper amounts of each kind of raw material. When 
goods were delivered, they were put in the storeroom and entered 
under the Received column on the inventory sheet. After being 
checked as to amount and quality of materials received, the 
invoice was sent to the accounting department, where additional 
entries were made on it for the guidance of the storekeeper. On 
the back of the invoice were entered the last balance on hand and 
the average cost up to the new purchase. The value of the new 
merchandise and the total value of the previous balance were 
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added; the quantity received was added to the former balance 
on hand; and a new average cost was computed for the new 
inventory balance. The invoice then was returned to the store- 
keeper, who recorded the new average cost on his inventory sheet. 

The books of the company were closed completely each month. 
In estimating the inventory of raw materials on hand and of 
goods in process, only the balance-of-stores records were used; 
no attempt was made at the monthly closing to take a physical 
inventory. Complete physical inventories were taken twice a 
year. Few errors were disclosed by the physical inventory. 
After the perpetual inventory plan had been in operation for some 
time, it was found that over a period of years the percentage of 
error between the physical inventory and the book inventory had 
been about 1g of 1%. The average monthly inventory of the 
entire factory during that time had been between $2,000,000 and 
$2,500,000. The nature of the raw materials and of the manu- 
facturing processes aided in maintaining the book inventory 
within this narrow deviation from the physical inventory. It was 
essential that nearly all the raw materials used be weighed or 
measured accurately before being sent from the storeroom to a 
production department. The liquids were measured by means 
of containers, and the solid materials were checked by weight or 
by unit with such care as to permit practically no errors. 

Factory orders were made out according to definite schedules 
which provided for producing and distributing regular amounts 
of each of the supplies manufactured. The orders were drawn up 
on sheets which could be separated into three sections. One sec- 
tion specified the name of the finished product, the quantity to 
be produced, the formulas, and any necessary special instructions. 

When detached, the second section became a requisition for 
raw materials from stores. When the storekeeper filled this requi- 
sition, he noted from it the department and subdivision to which 
the materials were issued, and marked on it the average cost per 
unit as shown by this inventory sheet. 

The third section became a requisition for such standard com- 
pounds as were needed. Here again the storekeeper noted on the 
requisition the amount and average cost per unit of the materials 
supplied. From both types of requisition the storekeepers were 
able to show on their inventory sheets the exact description and 
quantity of the materials delivered. 
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In each department, all the requisitions so filled during one day 
were assembled according to the departmental subdivisions, 1A, 
1B, 1C, and so forth, to which the materials were delivered. The 
total value of these requisitions was entered daily on cards used 
only for that purpose. At the end of each month, a total value 
of the raw materials issued to each subdivision during that period 
was secured from the daily cards. 

In addition to the controlling accounts for each production 
department in the general ledger of the company, there were auxil- 
iary departmental ledgers which in turn controlled each depart- 
mental subdivision. At the end of each month, the total value 
of materials requisitioned, as secured from the daily cost cards of 
a departmental subdivision, indicated the amount of raw materials 
delivered to that subdivision. A total for the entire department 
was obtained by adding the values of materials delivered to each 
subdivision. By adding the figures for deliveries made to all 
departments, a total of materials delivered to all the production 
departments of the factory was obtained. These deliveries were 
considered as purchases in each department, and since the inven- 
tory at the beginning of the month and the amount of finished 
product made during the month were known, a total inventory 
for each department was made available for the proper closing 
of the company’s books. When each departmental ledger was 
being closed, all other items of expense were included and the 
necessary figures were then available for debiting the controlling 
account in the general ledger with total expenses of production 
in each department and for crediting the controlling account 
with total value of finished goods delivered to the finished stock 
account. 


ComMmeENTARY: The nature of the products and operations of the 
Druggists’ Supply Company required that extreme care and accuracy 
be exercised in all manufacturing operations and in the handling of 
materials. The requisitions for raw materials to be put into process 
were analogous to the filling of a physician’s prescription; any varia- 
tion therefrom would militate against the results aimed at and might 
indeed be attended by serious consequences. It is, therefore, not sur- 
prising that book inventories of raw materials, and work in process 
should have been kept down to a variation of }4 of 1% of error from 
actual inventories. ‘This result was also probably helped, when the 
book inventories were first used, by the constant checking of actual 
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quantities against the book records; by checking a number of items 
each day the entire inventory could be reviewed several times within 
the year. Later a physical inventory twice a year was found to be 
sufficient. The same degree of accuracy could probably not be hoped 
for where large quantities of cheap materials were more roughly han- 
dled, but there would be no excuse for the Druggists’ Supply Com- 
pany’s letting the inventory situation get out of hand. 

There seems to have been some duplication in the keeping of stock 
records; possibly this was necessary duplication, required for the 
degree of accuracy above mentioned. One would, however, like to know 
a little more precisely the relationship between the different stock rec- 
ords and the precise contents and uses of each. We are told that 
“inventory sheets were kept in the storeroom and also in the various 
departments.” This was probably nota duplication; in each department 
a record was kept of the supplies in that department. It is then stated, 
however, that the accounting department, after checking invoices, 
added on the back ‘‘the last balance on hand and the average cost up to 
the new purchase,’ with additional information concerning the 
inventory. This would suggest that the accounting department had 
at any rate an abbreviated form of inventory record; otherwise it 
would not be able to furnish this information. 

March, 1929 Toes: 


SOUTHERN STATES TEXTILE CORPORATION! 


MANUFACTURER—TEXTILES 


PRODUCTION CONTROL—Constructing Indexes of Machine Utilization. In a 
company operating five textile mills, a new statistician found that there 
were available machine utilization figures showing, by departments, the 
ratio of the number of hours during which a machine actually was 
operated to the number of hours during which the machine would have 
been operated if it had been in continuous production. Believing that 
these figures furnished a measure of value to the company’s executives in 
checking mill operation, the statistician decided to use the figures in 
constructing indexes of machine utilization for each group of similar 
operating departments in the mills, for each mill, and for the mills as a 
whole. 


PRODUCTION MEASUREMENT—INDEXES—Bases for Weighting Departments 
in Constructing Indexes of Machine Utilization. A textile manufacturing 
company, in combining figures for machine utilization in each of the 
departments in its five mills into indexes of machine utilization for each 
group of departments, for each mill, and for the mills as a whole, con- 
sidered the following factors as bases for weighting the relative economic 
importance of the departments: value of machines; physical volume of 
production; square feet of floor space used; power consumed; active 
machine hours; number of persons on pay roll; and amount of pay roll. 
For the preparing and spinning groups of departments the statistician 
selected machine hours as the basis of weighting; and for a miscellaneous 
group of departments, in which the relative importance of the individual 
machines differed materially, he selected the amount of pay roll as a base. 
In combining the group indexes into an index for all the mills, the statis- 
tician used the amount of pay roll as a weight; and in calculating an 
index for each mill, the mill weight for each department was calculated 
as the product of the department weight by the weight of the group. 

(1926) 


The five mills of the Southern States Textile Corporation, 
which produced textile yarns and fabrics, were located in a single 
town in one of the southern states. Although no one mill manu- 
factured all types or qualities of the products sold by the company, 
each mill was independent of the others in management and in the 
processes performed. The preparing processes were essentially 
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similar in all the mills, because each mill started with raw material. 
The important differences were in the finishing processes, where 
the yarns were treated in different ways to obtain the several 
qualities of finished yarns or fabrics. In some of the mills there 
were more steps or processes than in others, since the number 
and kinds of processes varied with the types and qualities of the 
products, 

In 1925 the company employed a statistician, a portion of 
whose work was to establish methods of internal statistical control. 
The statistician found that among the operating reports which for 
many years had been filed with the central office as a matter of 
record, there were figures which showed by departments the 
percentage use of the various machines. These percentages, 
which had been calculated by the efficiency department, were 
defined as the ratio of the number of hours during which a machine 
actually was operated to the number of hours during which the 
machine would have been operated if it had been in continuous 
production. This ratio was written as a percentage and was a 
measure of machine utilization. This method of calculating the 
machine utilization made it independent of variations in the 
number of hours in the working day or week. The figure thus 
measured the percentage of machine utilization for the period 
during which the machine was supposed to be operating 
continuously. 

The statistician studied the figures showing the machine 
utilization because he believed that they furnished a measure 
which would be of value to the company’s executives in checking 
the operation of the mills. Since in the calculation of the theoret- 
ically perfect or potentially continuous operation an allowance 
was made only for the time ordinarily required to replenish a 
machine with new material, the figures, which were always less 
than 100%, showed directly the losses in time from such causes as 
breakages arising through defective machines or poor materials, 
too many green employees, or resetting of the machines for new 
qualities of product. A drop in the machine utilization figures 
for any department thus indicated a drop in efficiency arising from 
one or more of such causes. The statistician found that it was 
almost impossible to obtain from the separate figures for the many 
departments a complete picture of the machine utilization for a 
group of similar departments, for a particular mill, or for the 
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mills as a whole. A summary picture of this sort, however, was 
imperative if the figures for machine utilization were to be of 
value to the executives. In order to prepare the figures in such 
a form that they would present a clear-cut picture of this phase 
of mill performance, in 1926 the statistician decided to construct 
an index of machine utilization. 

The units used in calculating the machine utilization were 
“clock counts,” weight of goods produced, and linear yards of 
woven material. In some departments a counter was attached to 
each machine, which showed the number of machine cycles for 
the time during which the machine was in operation. These 
counters were termed ‘‘clocks.”” The machine cycles, or clock 
counts, corresponded to the time during which the machine was in 
operation. When the machine utilization for a department was 
measured in these clock counts, the percentages expressed the 
number of actual clock counts as related to the number of potential 
clock counts. In other departments where it was the custom to 
weigh the actual production of the machines, the figures expressed 
the weight of actual production as a percentage of weight of 
possible production. When production was measured in yards, 
as in the case of the weaving departments, the figures expressed 
the linear yards of actual production as related to the linear yards 
of potential production. 

Since the measurement units were independent of losses in 
machine utilization caused by breakage, green employees, or lack 
of replacement material, no difficulty in the calculation of the 
percentage of machine utilization occurred from these causes. 
There were, however, from time to time, changes in the setting of 
at least some of the machines within a department, in order to 
produce different qualities of goods. Although such changes in 
the qualities of products within any particular department affected 
the units used in measuring both the actual and potential time of 
operation, no difficulty was created. In the spinning departments, 
for instance, the speed of the machines was adjusted to the weight 
of the yarn produced. If there was a change in the weight of the 
yarn produced by a group of machines, there was necessarily a 
shift in actual clock counts, as well as a corresponding one in 
potential clock counts. The ratio of machine utilization, con- 
sequently, would be the sum of the actual clock counts divided by 
the sum of the potential clock counts for the two qualities of yarn. 
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Since no allowance was made for the time taken to reset the 
machine, potential clock counts were included for this time, so 
that delays caused by changes in the setting of the machine for 
runs of different qualities resulted in a lower figure for the machine 
utilization. 

In combining the departmental figures for machine utilization, 
the statistician was confronted with the difficulty presented by 
the great variety of work performed by the various departments. 
In studying the problem, he saw that a number of the departments 
could be combined into groups performing similar types of work. 
Thus, the opening and preparing departments performed one 
type of work, while the spinning departments performed another. 
The remaining departments, comprising the weaving, twisting, 
finishing, and some other departments, were included in a third or 
miscellaneous group. 

The preparing group of operating departments included such 
departments as those which performed the carding or the roving 
processes. Machines of these departments were all of a heavy 
type which required considerable amounts of labor in comparison 
with the more nearly automatic finishing machines. In addition, 
each of these preparing machines provided material sufficient for a 
number of the finishing machines. Conditions were so similar in 
these departments that in effect they constituted a homogeneous 
group. The spinning departments also were a homogeneous 
group, since the variations among them were only in the qualities 
of yarn produced. The third group was heterogeneous, as there 
was little in common in the manufacturing processes of its several 
departments. As there seemed no way of classifying these latter 
processes into homogeneous groups, it was necessary to treat 
each department within this group as if it were a separate and 
distinct class. 

The first indexes constructed were those for each of these 
operating groups. In constructing these indexes, the statistician 
believed that he was taking the first step toward his objective by 
reducing the numerous departmental figures to index numbers for 
groups of departments. 

Since the various departments in any one of these groups were 
not of equal economic importance to the company, it would have 
been unsatisfactory to combine the figures without first weighting 
them. A satisfactory system of weights for the departmental 
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figures would express the relative economic operating importance 
of the several departments to the company. In selecting a system 
of weights for each of these groups of operating departments, the 
statistician considered the following bases of relative importance: 


. Value of machines 

. Physical volume of production 
. Square feet of floor space used 
. Power consumed 

. Active machine hours 

. Number of persons on pay roll 
. Amount of pay roll 


IAN PW DN H 


From some points of view the value of machines would reflect 
the economic importance mentioned above. The money value 
invested would appear directly in this method of weighting; 
furthermore, those departments equipped with older and more 
inefficient machinery, which had been depreciated heavily, would 
receive smaller weights. 

The physical volume of production would reflect directly the 
relative amounts of production, but not their values, of each 
of the several departments. On the other hand, the volume of 
production would not indicate in a satisfactory manner the 
relative money values of the machinery in the various departments. 

To some extent the square feet of floor space used would 
reflect, through the size of the department, its economic value 
to the company. On the other hand, the amount of floor space 
used was influenced directly by the efficiency of the layout of 
the machinery in the case of departments doing similar types of 
work. If departments were doing different types of work, the 
relative amounts of floor space used might be quite different as 
far as the production values of the two departments to the com- 
pany were concerned. 

Power consumed would reflect directly the amount of work 
done by the machines in any department. If two departments 
performed similar types of work, the amount of power consumed 
would reflect directly the number of machines in use and the 
extent to which they were used. In addition, as among unlike 
departments, the heavier preparing machines would consume » 
more power than the lighter finishing machines. 
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For the departments performing the same type of work, 
such as the spinning departments, active machine hours seemed to 
furnish a satisfactory basis of weights. The adoption of this 
basis would imply that the economic importance of each machine 
was equal to that of every other machine. This assumption, 
however, was not true even within the operating groups of the 
spinning departments, whose processes were practically identical. 
If this could be assumed as approximately true, the active machine 
hours would reflect the value added to the product. This basis, 
however, could not be used in weighting the combination of 
spinning machines and weaving machines, because these differed 
both in value and in character of product. 

At first glance, the number of persons on the pay roll should 
be expected to reflect the economic importance of the various 
departments to the company. In common with other textile 
mills, however, the Southern States Textile Corporation in times 
of slack work closed down some departments, while other depart- 
ments were operated on full time, with the labor force taking 
turns on part time on the active machinery. 

The amount of the department pay rolls reflected, but did 
not measure, the value added in manufacture. Because each 
heavy preparing machine required more attendant labor than a 
finishing machine, the larger capital investment of the former 
would be reflected to some extent in the pay roll. Furthermore, 
the amount of the pay roll would show in some degree the impor- 
tance of the products to the company. 

In combining the departmental figures for machine utilization 
into indexes for the preparing group and the spinning group, the 
statistician selected machine hours for his system of weights. 
In making this selection, he assumed that the economic importance 
of the various machines within each group was approximately 
equal, so that the machine hours reflected directly the variations 
in contributions to the product among the various departments 
included in each of the two indexes. In the construction of the 
index for the third or miscellaneous group of departments, active 
machine hours were not satisfactory, because the economic impor- 
tance of the machines in the several departments differed mate- 
rially. The statistician selected, therefore, the amount of pay 
roll as the basis of weighting in these departments. The varia- 
tions in the different bases of weights are shown in Exhibit r. 
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For convenience, the figures are given for the five mills instead 
of for the three operating groups or for the large number of 
individual departments. 


EXHIBIT 1 


COMPARISON OF VARIOUS BASES OF WEIGHTING MACHINE UTILIZATION 
FIGURES IN SOUTHERN STATES TEXTILE CORPORATION 


(1924 Data) 





Mill | Mill | Mil | Mill | Mill 
A B C D E oon 
(a) (b) (c) (d) (e) 


Value of Machines (1,000 Dollars)............. 490 513] 1,006 239 698} 2,946 
16.6%|17.4%|34.2%| 8.1%|23.7 %|100.0% 
Physical Volume of Production (1,000 Pounds)..]11,377|/12,165]30,060] 7,214] 8,352] 60,168 
16.4 %|17.6%143.5 %|10.4 %|12.1 %|100.0% 


Floor Space Used (1,000 Square Feet).......... 106 175 335 49 100 765 
13.8%/22.9%143.8%| 6.4%|13.1%|100.0% 
Power Consumed (1,000 Kw.-hr.)............ 124 203 529 122 238] 1,306 
9.5 %|22.4%|40.5 %| 9.4%|18.2%|100.0% 
Machine Hours (1,000 Hours), 6.069000 ees. c06 13,355|13,848/31,753| I1,042|15,882| 75,880 
17.6%/18.3 %|41.8%| 1.4%|20.9%|100.0% 
Number of Persons on Pay Roll............... 439 588 995 210 573| 2,805 
1§.6%|21.0%/135.5%| 7.5 %|20.4%|100.0% 
Amount of Pay Roll (1,000 Dollars)........... 291 448 840 178 448] 2,205 


I3.2%|20.3 %|38.1%| 8.1%|20.3 %/100.0% 





Exhibit 2 shows the index of machine utilization as calculated 
for the group of preparing departments. The machine hour 
weight for each department was calculated from the average 


EXHIBIT 2 


INDEX OF MACHINE UTILIZATION FOR PREPARING GROUP OF SOUTHERN 
STATES TEXTILE CORPORATION, 1925 
































DEPARTMENT INDEXES Group INDEXES 
eee 
Depart- ount Tarot 

ment (Unit cle: 
(a) 1,000) ©) Jan. Feb. Mar. ae Feb, Mar. 
(b) (d) (e) yo ete Xe) | ere) 

(g) (h) (i) 

2 I,000 Ted) all S3las 93.3 80.6 1.25 1.40 kek 
16 3,807 5.9 77.0 85.6 83.2 4.54 5.05 4.91 
18 6,866 10.6 83.7 02)..2 87.9 8.87 Onr7 9.32 
32 17,685 Ores 80.4 87.1 83.2 21.95 23.78 oe 
35 5,985 9.2 81.0 88.8 83.2 7.45 8.27 7.05 
36 10,821 16.7 vider: 85.9 81.4 12.93 14.35 13.59 
51 4,679 pee 71.8 82.6 WfP> (0) 5.17 5.95 5.25 
71 3,996 6.2 84.5 89.0 84.5 5.24 5.52 5.24 
73 9,963 15.4 74.3 78.2 Was 11.44 12,04 11.90 
64,802 100.0 78.84 86.03 81.78 
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clock counts for 1924, and was expressed as a percentage of the 
machine hours for all the preparing departments. Thus, the 
weight for Department 16 (Exhibit 2, column b), was 3,807 /64,802, 
or 5.9%. These weights were applied to the indexes for the 
various departments to form the products shown in columns g, h, 
and i. The sum of the weighted departmental figures for each 
month yielded the group index for that month. 

The indexes for the spinning and the miscellaneous groups of 
departments were calculated in a similar manner, except that the 
weights for the miscellaneous group were obtained from the 
amounts of the department pay rolls instead of from machine 
hours. 

After the index numbers for the various operating groups 
were calculated, the group indexes were combined to obtain an 
index for all the mills. Since the operating groups were dis- 
similar in types of work performed, the amount of pay roll was 
selected as the best measure of the relationship in respect to the 
economic significance of these groups. The weights were obtained 
from Exhibit 3 (repeated in Exhibit 4, column d) and were applied 
to the group index numbers of Exhibit 2 (as shown in Exhibit 4, 


EXHIBIT 3 


AMOUNT OF Pay Roti BY OPERATING GRoUPS OF SOUTHERN STATES 
TEXTILE CORPORATION 
(Six Months’ Alternate Weeks, 1924) 
Dollars Per Cent 


PVEPANNS a. ewy sacs sea ee te he 184,905 35.8 
SPIN G sete ee Lee eee ae ee 211,349 40.9 
Miscellancousees 4: ent See eee 120, 401 Dane 








516,745 100.0 


EXHIBIT 4 


COMPUTATION OF PLANT INDEX OF MACHINE UTILIZATION IN SOUTHERN 
STATES TEXTILE CORPORATION, 1925 


























OPERATING GROUPS | PLANT INDEX 
Jan. Feb. Mar. | Weight Jan. Feb. Mar. 
(a) (b) (c) (d) (a X d) | (b X d) | (ce X d) 
a a el 
Preparing nice. hace ne 78.84 | 86.03 | 81.78 35.8%] 28.22 30.80 29.28 
Spinning Maelo Lee A aU cich eterna ee 92.14 | 90.06 | 91.45 40.9 37.69 36.83 37.40 
Miscellaneous........... 88.14 | 86.19 | 88.12 wang 20.54 20.08 20.53 











86.45 S77 ek 87027 


a ee ee ee ee 
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columns a, b, and c). Exhibit 5 shows the index, constructed in 
this way, for all the mills for the year 1925. 

The two indexes as constructed enabled the statistician to 
submit to the executives monthly figures which would show 
changes in machine utilization. These figures, however, were for 
operating groups and for the mills as a whole. Since each mill 
was operated by its own superintendent, it was desirable to secure, 
in addition, an index for each mill, so that if there was a drop in 
the efficiency of machine utilization within a particular mill, 
the proper official might be held responsible for the loss. 


EXHIBIT 5 


SuMMARY INDEX oF MACHINE UTILIZATION FOR TOTAL PLANT OF. 
SOUTHERN STATES TEXTILE CORPORATION, 1925 


AnUaryarntsow asa: cee oon ae Sma Sin] Ul Vaseeret teen etn a enero 81.74 
Ne DIUAry aes yer ris terre ee S7R7 LAE ATI GUSt a tmeuten alates obbe crema tac 81.50 
WIENS Thy sen Sg ho ded GE ee Spas SSMS snochoeoadau ed cscs 83-47 
EN DTU peered esas Stree is 58 She tA wee OCCODER ay meen tcaetne metres 86.25 
[NERY eee rags en ieirs ase S2asaum e Novem betumeracmce corer ent a 87.01 
pI UII Captor tencet Aheorst) a bealste hipaa 80.225 ee Decemberintw ee ort et vameoe 86.98 


The calculation of an index for each mill could follow the 
foregoing procedure, provided a set of weights could be selected 
that would be comparable to those chosen for the two indexes 
already constructed. This was accomplished by calculating the 
mill weight for each department, computed as the product of the 
department weight by the weight of the group. The index for 
Mill A, as calculated in Exhibit 6, illustrates the process. Pre- 
paring Department No. 2 had a weight of 1.5 (column b) in relation 
to all other preparing departments of all mills, as shown in Exhibit 
2. On the basis of amount of pay roll, the preparing departments 
had a weight of 35.8 (column c) in comparison with other operating 
groups, as shown in Exhibit 3. Preparing Department No. 2, 
therefore, had a weight in relation to all other departments of 
Mill A of 1.5 X 35.8, or 53.7. This figure was equivalent to 
4.9%, when the total mill weight was expressed in terms of 100%. 
When these weights for each department were applied to the 
department percentages of machine utilization and when the 
sum of the products thus determined was found, the result was 
an index for Mill A. These indexes for January, February, and 
March, 1925, are the totals of columns k, 1, and m in Exhibit 6. 

Since the various indexes of machine utilization were studied 
from month to month, they provided the executive with an 
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EXHIBIT 6 


INDEX OF MACHINE UTILIZATION FOR Mitt A OF SOUTHERN STATES 
TEXTILE CORPORATION, 1925 








COMPUTATION OF WEIGHTS 














Department Group Mill 
Department Weight Weight (b X c) Weight 
(Exhibit 2) (Exhibit 3) 
(a) (b) (c) (d) (e) 
2 1.5% 35-8 53-7 4.9% 
4 6.5 2a D515 14.0 
9 21.9 aes 510.3 47.1 
10 9.0 40.9 368.1 34.0 
1,083.6 I00.00 











COMPUTATION oF Mitt INDEX 


a en 




















Mill Department Indexes Mill Indexes 
Depart- | Weight 
(col. e) Jan Feb Mar. Jan. Feb. Mar. 
(g Xb) | (g Xi) | (e Xj) 
(f) (g) (h) (i) (3) (k) (1) (m) 
2 4.9%] 83.3 93-3 80.6 4.08 4.57 3-95 
4 I4.0 83.2 78.7 74.7 Ir.65 II.02 10.46 
9 47.1 88.8 86.7 81.9 41.82 40.84 38.57 
10 34.0 95.3 99.2 96.2 32.40 B87 32.71 











89.95 90.16 85.69 








effective means of checking the operation of the mills. A drop 
in the machine utilization, for example, in the index for Mill B, 
would be studied in connection with the indexes for each of the 
operating groups. In this way the executive would be able to 
locate the trouble within a group of operating departments in 
Mill B. 

The causes for the loss in machine utilization would be found 
in several places. Thus, the maintenance department would be 
held responsible for delays in repairing machines. An unusual 
number of breakages, on the other hand, caused by overloading 
any one department with untrained employees, would indicate 
ineffective control of labor. F urthermore, too frequent changes 
in the setting of machines might be caused by the insistence of 
the sales department on early deliveries of small lots requiring 


SOUTHERN STATES TEXTILE CORPORATION 81 


special runs. Although these causes were all possibilities, in 
any particular case the determination of the actual cause would 
be made by the executive from other operating figures. The 
superintendent of each of the mills knew, however, if his index 
of machine utilization dropped, that he would be called upon for 
some sound reasons for this drop in answer to a prompt inquiry 
from the central office executives. 


ComMENTARY: This case illustrates the application of statistical 
method to the control of production. The method is applicable to 
those types of business in which the process of production is more 
or less continuous so that labor is needed only to adjust the machines 
or to keep the machines supplied with needed raw material. 

The statistical method used was that of constructing indexes, 
so calculated that they showed the loss of time in the use of machines. 
This loss in use might occur from any one of four causes. These were 
breakages arising through defective machines, poor raw materials, too 
many green employees, or resetting the machines for new qualities of 
product. It is to be noted that in calculating the indexes, the shut- 
down of a department because of lack of work was not included in the 
indexes. The indexes thus showed directly the use of the machines 
supposed to be actually in operation. 

Another significant fact is that indexes were constructed by three 
groups of departments, thus giving a horizontal cross section of all the 
individual mills. Then an index was made for each mill as a whole, 
which gave a vertical summary in regard to each mill. Finally an 
index was computed for the company as a whole. 

The use of these indexes would enable the executives to locate 
quickly defective mill management. For example, if at the beginning 
of any month, the indexes for a certain group of departments showed a 
loss, the executives could immediately locate that group of departments 
in a particular mill by noting the corresponding drop in the mill index. 
The superintendent of that particular mill then could be held respon- 
sible for the loss. Actually, the superintendents themselves would 
watch the indexes very closely, because they knew they would be called 
upon to explain any loss that occurred. 

It must not be assumed that the executives necessarily were not 
aware of poor management before the indexes were used. Undoubtedly 
they often sensed it early. The difficulty would be in locating the 
trouble promptly. This was the function of the indexes. As an aid 
in diagnosing incipient trouble they would be a valuable help in the 
management of these mills. 


July, 1929 T. H. B. 


WARNER RUBBER COMPANY! 


MANUFACTURER—RUBBER FOOTWEAR 


Cost -Accounts—Method of Accounting for Materials. A company manu- 
facturing rubber footwear kept seven material accounts in its general 
ledger. When materials were received and were placed in storage, these 
accounts were debited with the billed cost and freight. When the mate- 
rials were put into process, the quantity issued was credited to the mate- 
rial accounts at a standard rate, which was the estimated average cost 
for the balance sheet period of six months. The difference between the 
standard rate and the actual cost was transferred monthly to a purchase 
variation account, and at the end of the fiscal period, the balance of this 
account was closed into Profit and Loss. Under this method the material 
accounts showed, at the end of each month, the amount of raw materials 
on hand at cost. 


Propuction Controt—Control of Material in Process. Ina company manu- 
facturing rubber footwear, the production ticket was the authority for 
putting material into process. The cutting department, which had 
charge of the central stores department, scheduled all materials for the 
make-up of any production ticket, analyzing each ticket according to 
type and style of footwear before putting the required materials into 
process. The production tickets were prepared by the planning depart- 
ment, one week in advance. Rubber stock passed from stores to the 
milling department, thence to intermediate stores, after which it was, in 
turn, compounded, calendered, and cut. Because the plant had been 
delayed on account of insufficient milled rubber in intermediate stores, 
the company considered two proposals for modifying its existing method: 
one was to install a balance-of-stores system for milled rubber in the 
intermediate storeroom; the other was to extend the production ticket 
to cover the milling department, instead of using it to start operations 
in the cutting department. 


The Warner Rubber Company, which was one of the subsid- 
iaries of a parent company, consumed annually over $10,000,000 
worth of materials in the manufacture of rubber footwear; the 
method by which the materials were charged into process and the 
company’s control of material in process were therefore important. 

The total value of these materials was divided among seven 
material accounts approximately as follows: 





1 Fictitious name. 
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RD bee Re esha ten tie ote ere ee pee aaia anit oa Rie SR el $ 3,550,000 
ReclatmedyRitb bers nue eee tye tment nyt trey re 300 , 000 
ChemicaldCompoundsaary eran eee ree 950,000 
DiryiGood seid. cee la atone tac ap ate bene lacie aay 4,320,000 
Shooks, Cartons, and Boards....... SOR re ee 420,000 
Ein g See cee ah we es oe PUR le a Si ett hel 480,000 
MViiscellancouss nee n reenter DR ete eA eee 20,000 

FRO tal R Rade nac coset ens oes ste a etd deren! CAN sett $10,040,000 


All materials were ordered by the purchasing department upon 
receipt of a notification from the balance-of-stores clerk that the 
minimum quantity had been reached. This minimum quantity 
was determined by the purchasing department on the basis of the 
quantity usually consumed during the time required to receive 
the material after the order had been placed, plus an allowance 
to take care of unforeseen delays and other emergencies. The 
immediate future requirements usually determined the quantity 
to be ordered at one time, although when the materials could be 
obtained at a favorable price, larger orders might be placed. 
When an exceptionally favorable price could be obtained, orders 
might be placed before the minimum quantity was reached. 

After the materials had been checked by the receiving depart- 
ment, they were placed in storage under control of a centralized 
balance-of-stores system. The balance-of-stores cards recorded 
the unit cost, total cost, and quantity of each material placed in 
storage. The seven material accounts which were kept in the 
general ledger were debited with the billed cost and freight; cash 
discounts which might be taken were closed into Profit and Loss. 

Since the cutting department scheduled all materials for the 
make-up of any production ticket, it had charge of the cen- 
tral stores department. Subsidiary storerooms were scattered 
throughout the factory, but the slips for all materials requisitioned 
from them were sent to the general stores clerk. The cutting 
department analyzed each production ticket according to type and 
style of footwear, in order to calculate the quantity of each material 
required, and the balance-of-stores clerk thereupon made sure 
that there were adequate stocks of all the materials required. 
Rubber was not compounded or calendered ‘until it was needed 
by the manufacturing department; the production ticket was the 
authority for putting material into process. When the materials 
were put into process, the quantity issued was recorded on the 
balance-of-stores cards; the work-in-process account was debited 
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and the material accounts were credited at a standard rate, which 
was the average cost, including freight, that the management esti- 
mated it would have to pay during the balance sheet period of six 
months. 

The Warner Rubber Company determined the cost of each 
style and type of shoe by running test orders through the factory. 
The standard rates for labor, material, and overhead which were 
established during the test orders were used in determining costs 
of finished products. The departmental accounts were debited 
with actual expenditures and credited with a standard rate when 
the shoes were finished. ‘The balances in the labor and overhead 
accounts were used as a guide in determining the efficiency of the 
departments. 

At the close of each month, an adjustment was made in the 
material accounts to correct discrepancies which had been caused 
by variations in the purchase price from the standard. Inasmuch 
as the raw material accounts had been credited at the standard 
cost for materials put into process and had been debited at actual 
cost, the balances consisted of the inventory of materials on hand 
at actual cost, minus the saving or plus the loss on the actual cost 
of materials compared with the standard. The materials on hand 
were inventoried at an average cost price, determined by such 
computations as are shown in the following example: 








TEAVEN COTY cates asciense tee ee 100,000 pounds at 18 cents $18, 000 
Purchased gre seen eras ne ee 10,000)“ EE Qiase I,Q00 
EEN ae Piet had Oe ae Cine ae 50, OCOMmn: a2 Le TONS CO 
Priva Ca Ete oh (ae nee aa ee 500 
PP Ota once cre gees at earn eee 160,000 pounds $30,900 


Average Cost 19.31 cents per pound 


The difference between the standard rate and the actual cost 
was transferred monthly to an account called Purchase Variation. 
When the books were closed for the fiscal period, the balance in 
Purchase Variation, which represented the net saving or loss 
compared with the standard rate, was closed into Profit and Loss. 
The balances of the raw material accounts then showed the 
amount of raw materials on hand at cost. 

The production tickets which were the authority for putting 
material into process in the Warner Rubber Company were pre- 
pared by the planning department one week in advance. Since 
orders for rubber footwear were filled from stock whenever pos- 
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sible, most of the production tickets were standard stock orders. 
Variation in the demand for different sizes and types of footwear, 
however, caused irregularities in the tickets which made careful 
scheduling of materials essential. The company had, therefore, 
developed a centralized control of material in process. 

The rubber, which was received in bales, was cut into slabs and 
placed in stores. It was put into process by the milling depart- 
ment at a rate estimated to be sufficient to keep a minimum stock 
ready for compounding. The milling process, which required 
from 15 minutes to an hour, according to the grade and toughness 
of the rubber, consisted of making the raw rubber soft and pli- 
able. The milled rubber was placed in intermediate stores for a 
period ranging from 30 to 45 hours before it was transferred to 
the compounding room. 

When rubber was taken from the intermediate storeroom to be 
compounded, it was first warmed on a two-roll mill. Reclaimed 
rubber was mixed with the raw rubber in this process in order 
to give it the desired degree of toughness. While still warm, the 
rubber, together with the chemicals, was placed on the compound- 
ing calenders. Definite times were set for the compounding of 
each batch. An inspector noted the starting time, notified the 
worker when the batch should be completed, and inspected the 
product. The compounded rubber was rolled into chunks weigh- 
ing about 30 pounds, and placed in another intermediate store- 
room where it remained from one-half to three or four days. 

Before it was run on the “upper” or ‘‘outsole”’ calenders, the 
compounded rubber was warmed in a two-roll calender or milling 
machine. The upper calender pressed out thin sheets of rub- 
ber, which were marked with the outline and size of the binding 
edge, by means of an engraved roller, as a guide to the cutters. 
The engraved rolls were interchangeable, so that any number of 
sizes and styles might be run on one calender. When stock came 
from the calender, it was carefully gauged to obtain the proper 
thickness. Outsoles were marked in the same manner, but the 
gauge was thicker. 

Fabrics taken from the materials storeroom were coated on a 
calender consisting of at least three cylinders, one above the other, 
all geared to revolve at the same speed. The rubber was inserted 
between the upper two rolls, and was pressed on to the fabric 
between the two lower rolls, forming a rubber-lined cloth. Fric- 
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tioned fabric had the rubber pressed into the cloth itself. The 
middle roll of a friction calender was geared to run twice as fast 
as the other two, in order to force the warm rubber into the 
meshes of the cloth. In the case of all frictioned and some coated 
fabrics, an interlining of plain cloth was used to prevent the 
freshly coated parts from coming into contact with each other. 

After being calendered, the rubber stock was cut into lengths 
of convenient sizes before it was taken to the cutting department. 
After the uppers and outsoles had been cut, they were put into 
a wooden frame with six sheets of cloth sewed on one side in the 
form of a book. The number of the maker to whom each book 
was going was marked on the frame before it was taken to an 
intermediate storeroom. The fabric, some of which was fric- 
tioned and some of which was coated, was cut into 1 5-foot lengths, 
and placed in piles of from 8 to 4o thicknesses for cutting. A 
sheet of paper was placed between the lengths to prevent sticking. 
After the fabric parts were cut, they were placed in a storeroom 
in the cutting room known as the “‘post office,” where they were 
counted, separated from the paper, and put up in sets for the 
makers according to a production ticket. 

From the post office the parts called for on the production 
ticket were sent to the making department to be manufactured 
into shoes. Spoiled material was taken back to the calendering 
department to be worked into anew batch. Spoiled coated fabric, 
however, became waste. Material trimmed from the shoes, after 
they had been vulcanized, as well as the waste from the cutting 
department, was baled and sold. The amount received for this 
waste material was credited to material in process. 

At one time the plant was delayed because of insufficient milled 
rubber in the intermediate store. As a result, two plans for 
remedying the situation were suggested. One proposal was that a 
balance-of-stores card, on which all milled rubber should be 
recorded when placed in storage and when requisitioned, should be 
installed in the intermediate storeroom. Another proposal was 
that the production ticket should be extended to cover the milling 
department, so that, instead of using the production ticket to 
start operations in the cutting department, all operations would 
be based on the amount of material required to manufacture the 
shoes ordered on a production ticket. The only change from the 
existing system would be that the milling department would oper- 
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ate on a ticket four days before the cutting department, the com- 
pounding department two days before the cutting department, 
and the calendering department one day before the cutting 
department. 


COMMENTARY: The dominant feature in this case is the fact that a 
standardized product was being made to a budgeted or predetermined 
schedule; this schedule set forth not only quantities, but values also 
in the form of estimated costs. All operations were carried on as sub- 
schedules of this main plan or budget; in these circumstances the busi- 
ness of the cost records was to show clearly how well the actual facts 
agreed with the budgeted figures, and to indicate the causes for any 
differences which might arise. The general monthly cost sheet should 
show the losses or gains arising from purchasing above or below the 
budgeted figures, and also, separately, the losses or gains arising from 
efficiency in the use of materials in the manufacturing processes. The 
detailed accounting procedure would accordingly be designed with this 
principal objective in view. 

In addition there was needed a control of inventories of raw mate- 
rials and work in process, in the sense of determining the quantities 
which it was desired to have on hand at different stages in the manu- 
facturing process and at different times of the year. There was still 
further need of an order-tracing agency by which specific orders might 
be easily located. This was desirable especially in conjunction with the 
task of regulating the output of different sizes of shoes according to the 
latest market developments. 

The management would have to decide which of these records must 
be kept within the financial accounting system proper, which of them 
should be kept as subsidiary or auxiliary financial records, but still 
closely connected with the financial accounting, and which of them 
should be handled in the form of statistical reports and records, per- 
haps dealing in quantities only, and only remotely connected with the 
accounting. 

To begin with the accounting records proper, it seems clearly de- 

sirable to have one ledger account for each principal raw material or 
group of materials. These accounts would, as described in the case, be 
debited with purchases at actual cost. It might be mentioned that 
some concerns debit the materials account at once with standard costs, 
eliminating the purchase variations on the invoices, the difference being 
carried to the purchase variations account in the ledger. In the case of 
the Warner Rubber Company, the debits at actual and the credits at 
standard brought out the purchase variations within the materials ac- 
count itself, after allowing for the inventory at the end of the period. 
It is also to be observed that by figuring that inventory at actual cost 
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(which is what the averaging method really gives) the purchase varia- 
tions were ascertained upon the quantity used during that period. If 
the inventory were taken at standard, the result would be to disclose 
the variations on the quantity purchased during the period. 

One ledger account is usually kept for materials in process, but there 
is some dispute among practitioners about the number of accounts 
which it is desirable to have for the process costs, that is, for labor and 
burden added to materials in the several processes. Some are content 
with one account covering all processes; others prefer to use three 
accounts, one for milling and compounding, one for calendering, and 
one to include all the subsequent departments. Still others believe it 
desirable that the latter group should be subdivided into separate 
accounts for cutting, making, varnishing, vulcanizing, packing, and lasts. 
It may at least be said that cost information should be kept which 
shows the results of each of these departments, and if objection is 
found to incorporating all these separate accounts in the ledger, then 
the statistical reports must be prepared showing this amount of analy- 
sis. While these departmental accounts will, as stated, contain only 
the labor and burden added to materials in the respective departments, 
the material-in-process account may contain in one sum the total of all 
materials from the time they enter the first process to the time when 
they emerge as finished product. The credits made to the process 
accounts for the finished goods delivered from the factory would, as 
stated, be made at standard figures based upon the budgeted allowances 
for the various operations and for the various styles of shoe; the 
standard material cost would be credited in the material-in-process 
account and the standard manufacturing cost (labor and burden) for 
the several departments would be credited in their respective depart- 
mental accounts. The material-in-process account would, when it had 
been credited with the closing inventory on hand, show the variations 
in the quantity of materials used for the product actually manufac- 
tured, as compared with the standard quantity for that volume of out- 
put; the process or departmental accounts would similarly show the 
variations in labor and burden. 

The raw material inventory in the Warner Rubber Company was 
controlled by the usual form of perpetual inventory record, though 
one or two points of exceptional practice are found in connection with 
it. The remark is made that the “minimum quantity was determined 
by the purchasing department;” the real significance of this remark 
lies in the fact that the Warner Rubber Company was a subsidiary of 
a parent company in which the purchasing agent bought for all the 
manufacturing plants. He was, therefore, an officer of considerable 
importance and authority; to him the various departments reported 
when their minimum quantities were reached and replenishment was 
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desired, and he operated a coordinated purchasing and delivery policy 
covering all plants. The stores quantities were designed to fit in with 
this general policy. In these circumstances, more elastic limits were 
naturally imposed than is sometimes the case; the purchasing agent 
was accorded a considerable degree of discretion in purchasing accord- 
ing to market conditions. Another interesting feature is that the per- 
petual inventory record was kept in duplicate, one set in the stores and 
one set in the cost department. The former was kept by quantities 
only, and it was this set which formed the basis of reports to the cen- 
tral purchasing agent calling for replenishment of the items which had 
reached the minimum. The perpetual inventory record in the cost 
department, on the other hand, contained values as well as quantities, 
and provided the information upon which the cost department arrived 
at the transfer amounts between the various departmental accounts, 
and also at the inventory values from time to time. 

In addition to the perpetual inventory of raw materials, a correspond- 
ing record would have to be kept for work in process. This would con- 
sist of the file of manufacturing orders in process, the sum total of 
which would at all times be worth the balance shown in the various 
process accounts, subject to the adjustments referred to. It is here 
that one of the order-tracing devices would need to be installed in order 
that any order that was wanted might easily be located. 

The point raised in the last paragraph of the case does not appear 
to call for any very far-reaching change; in fact, it is somewhat incon- 
sistent with earlier statements (page 83) to the effect that “rubber was 
not compounded or calendered until it was needed by the manufactur- 
ing department.” From this it would appear that the earlier processes 
were already correlated with those which followed. At any rate it 
doubtless would be unwise to disturb the existing arrangement by 
which the cutting department first received manufacturing orders and 
upon them issued sub-instructions to the contributory departments. 
Apparently it would be easy to precede such manufacturing orders 
with prior instructions issued to the milling and compounding depart- 
ment for the necessary supply of rubber. If it were believed that a 
card for milled rubber in the perpetual inventory would be helpful in 
this situation, the device is very simple and might be adopted. 


March, 1927 Tables. 


Baka Biscuit Company! 


MANUFACTURER—CEREAL 


Cost Accounts—Change from Cumulative to Detailed Figures in Inventory 
in Process Accounts. In a company manufacturing a cereal biscuit, the 
production processes were divided into four primary operations; there 
were three process inventory points, one between each two of these 
operations. The company’s cost accounting system was designed to 
show the accumulated cost of the process at each of these points; the 
total figure at each point included material, labor, and burden costs. 
At the request of a new vice president in charge of finance, the comp- 
troller revised the company’s departmental and inventory cost sheets in 
such a way as to show the inventory in process accounts in detail rather 
than in a single total, and also to show costs of operation on a material, 
labor, and burden basis, so that, as the work progressed through the 
plant, the increase in each of the elements of cost would be shown. The 
comptroller also decided to adopt standard costs, in order to ascertain 
total, quantity, and price variations, for purposes of statistical and 
managerial control. 


(1928) 


The Baka Biscuit Company was organized in 1903 to manu- 
facture a cereal biscuit under a process patent which it had 
obtained. A favorable reception of the product by the public had 
assured the company of success from its inception, and its growth 
had been steady and continuous; the productive capacity of the 
plant had been doubled in the first 25 years of its existence. 
At full capacity the factory employed about 700 people, many of 
whom were girls. A considerable number of the manufacturing 
operations were performed by automatic machines, which had been 
specially developed by the company. The machines were 
arranged in groups, each group operating as a complete production 
unit, and as many units were operated as would produce the 
quantity of biscuits needed to satisfy the consumer demand. 

The process of producing a biscuit was divided into four 
primary operations: (1) cleaning and sorting the grain used; 
(2) steam cooking and drying; (3) grain grinding and biscuit 
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molding and baking; and (4) packaging, sealing, and packing for 
shipment. There were three process inventory points as the 
grain flowed through the plant, one between each two of the 
above named operations. At each of these points the material 
in process was easily measured or counted; thus, the company 
was able to keep accurate daily records of the material that passed 
from one operation to the next. Because the process inventory 
was so easily available at these points, the cost accounting system 
was designed to show the accumulated cost of the process at each 
of them. 

The cost procedure used by the company, which was based 
upon the process method of cost accumulation, had been com- 
paratively simple. Since the company produced only a single 
product which had to bear all the costs, the management always 
had been of the opinion that an elaborate system of accounting 
was unwarranted. 

Direct materials, of which grain was the most important, 
were furnished to the plant in sufficient quantities to supply 
adequately the units operating. The amount of grain requisi- 
tioned to process as well as the amounts passing from operation to 
operation were determined from the foremen’s daily reports. The 
packages and cartons required were checked in the same way, 
while the monthly totals of all production quantities were obtained 
from summary operation sheets compiled from the foremen’s 
daily reports. ‘The materials were charged into process at the 
average cost of the inventory on hand and charged from each 
operation to the next at the average cost of the beginning inventory 
at that center and the production for the month. 

Indirect materials required by the factory were obtained 
from the storeroom by requisitions signed by the foreman, who 
noted, in addition to the supplies wanted, the account number to 
which the materials were to be charged. These requisitions were 
forwarded from the storeroom to the cost department, where they 
were priced and extended and the quantities were entered on the 
balance-of-stores cards. At the endof eachmonth, the requisitions 
were then sorted according to account numbers, and the total cost 
of the indirect materials requisitioned was ascertained for each 
account number, which gave, for the period, the indirect material 
charges for special work orders and the different departments. 
When special items were purchased outside, they were, when 
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received, sent directly to the requisitioner, and the account to 
which they were to be charged was debited at once from the 
voucher register. 

The principal source from which the company determined 
the labor charges for the various departments was the weekly 
clock cards upon which the time clock stamped the time at which 
each person entered and left the plant. These cards were collected 
every week in each department and sent to the pay roll office, 
where a clerk totaled the number of hours worked by each 
employee, as shown on his card, and multiplied the total by the 
employee’s hourly rate to compute his weekly earnings. After 
these calculations had been checked, the pay roll sheet was made 
up, showing, in addition to the earnings of each employee, the 
total direct and indirect labor charge in each department. The 
totals were then taken by the cost office and distributed to 
the various departments. 

Employees were frequently transferred for short intervals 
from one department to another, and adjustments had to be made 
in the amounts obtained from the pay roll sheets in order to 
obtain the correct departmental labor charge for the period. The 
various departmental foremen made out transfer slips whenever 
one of their employees worked in another division of the shop; 
this slip recorded the department to which the employee was sent 
and the time he remained there. The labor charge was figured for 
each transfer and these charges were summarized at the end of the 
month, at which time adjustments were made in the pay roll totals 
to obtain the corrected labor costs for the period. Because a 
month seldom ended on the same date as the pay roll week, it was 
usually necessary for the cost department to analyze also the 
clock cards for the last few days of the period, in order to complete 
the labor charges. 

In the service departments the employees were required to 
keep, in addition to the regular clock card, a second record of 
their time. They were engaged either in regular work, or in 
special work for which the cost department had issued order 
numbers to which all charges were to be made. Each employee 
had to fill out a report showing the amount of time spent on each 
job and the order number to which it was to be charged. The 
Teports were sent to the cost office, where the labor charges for 
the time spent on the different jobs were summarized. The total 
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number of hours worked per week by each employee, as shown on 
these reports, was checked against the hours shown by their 
time clock cards. 

The expenses of the nonproductive departments of the 
company were distributed directly to the productive departments 
wherever such allocation was possible; for instance, expenses 
involved in doing work on standing or special orders for particular 
departments of the factory were charged directly to those depart- 
ments. ‘The costs of operating some of the other service depart- 
ments were distributed on the basis best suited to the situation; 
the expenses of the power plant, for example, were allocated 
according to the amount of steam and power used by each depart- 
ment. ‘Those expenses which could not be directly charged to 
the various producing departments were charged to the general 
factory burden account, which was distributed to the producing 
department on a direct labor cost basis. 

The comptroller was aware that this method of allocating 
general burden was not so accurate a method as might be devised 
but believed it to be adequate for his purposes. Since the com- 
pany produced only the one product, there was little to be gained 
by a complicated method of burden distribution. Formerly, 
the general burden account had been distributed on three different 
bases, but when a trial distribution on the labor cost basis showed 
that approximately the same results were obtained, the company 
had concluded that use of the three methods was not warranted. 
Furthermore, since the total direct labor cost was about equal to 
the amount of burden to be distributed, it was large enough to be 
a satisfactory base for the distribution of burden. 

After the expenses were distributed, departmental cost sheets 
were made up which were summary statements of all costs incurred 
for the period. The totals of the figures shown on these sheets 
were carried to the departmental inventory accounts, which 
contained the beginning inventory plus the departmental produc- 
tion cost; there were two credits in the inventory accounts, one 
showing the cost of the goods transferred to the next department 
and the other the final inventory. A sample of the cost sheet 
and the inventory account is given below, 
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DEPARTMENTAL Cost SHEET 


Cleaning Department October, 1928 

Graliss ieee sae ee ee ee or er ee 45,000 
Direct Labor soc os cca eine oh te tea te ee eee 3,055 
Indirect: Laborsy ee. ces cent oor etn ee 2 eee 600 
Supplies ickies x 5 preter nals ads ce rae eee eae ee ee 350 
Cost; Orders; Com plet ede seyerir eee meter ee are Tl 20 
General’Burden pc) ec ee eee ee 2n7 75 

Total Costas y cee ae ar he AG eee eee $52,900 





DEPARTMENTAL INVENTORY ACCOUNT 


Cleaning Department October, 1928 
Debits Bushels Amount 

Beg innin gal nV. Oy areie eitnee 1,500 $ 2,100 

Productions tor Montheres yee ee ci ee 42,500 52,900 





44,000 $55,000 











Ending Inventory genes inthe ee 1,200 $ 1,500 
Forward to Cooking Dept....................... 42,800 53,500 


44,000 $55,000 








By means of this system of preparing cost sheets, all items 
of expense were added together and carried to the inventory 
accounts as the cost of the grain processed; the total figure included 
material, labor, and burden costs. On the inventory sheet the 
value of the product sent to the next department was ascertained 
by using the average of the beginning inventory value and the 
production cost for the period. This average price, multiplied 
by the quantity of bushels transferred to the next department 
gave the dollar amount of the charge to that department. The 
cost was thus cumulative; the quantity and cost of the material 
charged out of one department had to be determined before the 
cost sheet for the succeeding department could be prepared; the 
cost arrived at in the last department represented the cost of 
biscuits finished during the period; it was credited to the last 
department and debited to finished goods. The three depart- 
mental inventory accounts, an account controlling the balance- 
of-stores cards for direct materials entering into the product, and 
another for indirect materials were kept in the factory ledger. 
These five accounts were controlled by an account in the General 
Ledger entitled ‘Product Materials.” 

In 1928 the company employed a new executive to be known 
as the vice president in charge of finance. At the usual intervals 
the regular reports, made up as shown on the above cost sheet, 
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were sent to the new executive. He stated that the reports 
were inadequate and requested the comptroller to prepare a 
report which would show the inventory in process accounts in 
detail rather than in a single total. He also wanted the reports 
to show costs of operations in the factory on a material, labor, 
and burden basis, so that as the work progressed through the 
plant, the report would show the increase in each of the elements 
of cost rather than one cumulative total. 

Since the company’s accounts had not been kept in such a 
way as to supply the information requested, the comptroller 
had to analyze in detail all the cost sheets, carrying forward 
separately the material, labor, and burden charges from one 
department to the next. Where there was an inventory in process, 
the percentage of the three elements of cost in the inventory also 
had to be determined. This analysis required considerable work, 
and as it had to be done month after month, the comptroller 
decided to revise the cost system so that the type of information 
wanted could be obtained directly from the regular records. 

The changes which the comptroller decided to make in the 
cost system were confined entirely to the way in which the depart- 
mental cost sheets and inventory cost sheets for the period were 
prepared. Under the revised system, the departmental cost 
sheets were to be so devised as to incorporate the statistical 
information which the new vice president desired, and the depart- 
mental inventory sheets were to be divided into three sections, 
one each for material, labor, and burden. In addition, the method 
of costing the inventory was changed. The price of the oldest 
lot on hand was to be used instead of an average price, since the 
latter had the disadvantage of incorporating price variations 
caused by abnormal conditions, thus perpetuating them in the 
charges to be made for goods put into process. 

The comptroller was of the opinion that the adoption of 
standard costs would be advantageous, because total, quantity, 
and price variations could be ascertained; such costs were to be 
used for statistical and managerial purposes only. The standards 
set for the processes were to be developed from the operation 
records of the more efficient units in the shop for the preceding 
year and were to be revised from time to time as better statistics 
became available. In the development of the new system, the 
standard costs and total variances were to be carried out accurately 
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to the nearest cent, but the quantity and price variations were 
to be worked out only to the nearest dollar, as they were to be 
used for statistical purposes only. When standard costs exceeded 
actual costs, the amounts were to be entered in black, and when 
actuals exceeded standards, the variation was to be entered in red. 

The inventory sheet under the new method was designed 
to be used for all departments and to show the three elements of 
cost. A sample of the revised sheet is shown in Exhibit 1. 

To reduce the clerical work, actual amounts were not entered 
on this sheet; the accounting procedure was carried through 
with standard costs and total variations, from which at any time 
the actual costs could be determined. The beginning inventory 
was ascertained from the inventory account for the preceding 
period, and the quantities of material handled by each department, 
measured in bushels, were obtained from the monthly summary of 
the foremen’s daily reports. The accumulated standard rate 
to the end of the particular department was given as the first 
figure in column E. This rate times the quantities carried in the 
second column gave the standard labor cost for processing those 
quantities. In the Total column was entered the variation, 
which was found by comparing the actual costs of each department 
for each of the items listed with the standard cost as given in 
column E. In the Per Cent column the closing inventory was 
expressed as a percentage, which was computed by dividing the 
final inventory quantity by the volume of production, both of 
which were given in the second column. The closing inventory 
variance was obtained by multiplying the percentage of closing 
inventory given in the first column by the total variation for 
production given as the first figure in the Total Variance column. 
The Quantity and Price columns contained the analysis and detail 
of the total standard variation figures. As pointed out, these 
last two columns were carried only to the nearest dollar. At 
the right of the labor variance section were the material and burden 
variance sections, which were handled in much the same manner 
as the labor section. To economize space these sections are 
omitted in Exhibit 1. 

In the computation of the cost of production in the different 
departments, separate sheets were to be made up for labor, 


material, and burden. A copy of the labor cost sheet is given as 
Exhibit 2. 
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The standards which had been set for the different operations 
were entered in the first three columns of this sheet. The actual 
totals of the operations, expressed in the proper units of measure- 
ments, were given in the fourth column. The next three columns 
were used for the calculation and recording of costs, while the 
last three’ columns contained the variations between actuals and 
standards on the various operations. 








October, 1928 Departmental Inventory Sheet 
















Labor Variances 


rece] |e [ow] ew fev] 






Actual 
Quantity 












Cooking and Curing... 
iRroduction.cn.ss6 Jase 
Opening Inventory.... 
Closing Inventory..... 
Amount Used........ 














Grinding and Baking. . 
Production’. ; 20... 
Opening Inventory.... 
Closing Inventory.... 













* Figures in red. 
Exhibit 1: Inventory sheet used in Baka Biscuit Company. 


The labor cost sheet shown above is for the department 
following the one considered in the departmental inventory sheet 
given in Exhibit 1. Consequently, the Amount Used as shown on 
the inventory sheet was brought forward and entered on the labor 
cost sheet on the first line in column D. As past experience 
in the grinding and baking department indicated that 8.3 bushels 
of grain would make 1,000 biscuits, these figures were taken as 
the standard in that department, as shown in column A. Because 
of changes in the quality and class of grain used, this ratio varied, 


98 HARVARD BUSINESS REPORTS 


so that actually more or less than 8.3 bushels of grain had to be 
used to produce the standard of 1,000 biscuits. 

















LABOR COST SHEET—OCTOBER, 1928 
hoc oa | semi eprint aaa 





Std. Cost 





























Amt, per Operation |Cost per Unit Measured ““C"' Times 
Unit of Rate per | of Produc- Quantity or Produc- 
Production | Unit Amt.| tion AXB Amount tion 













Grinding and Baking 


















Labor Forward Actual. . 42,836 bu. 

Labor Forward Standard) 8.3 bu. $ .019673 42,836 bu. $ 830.79 
Grinding Labor......... -374 hr. I.9I4 1872.50 hr. 3,649.35 
Baking Labor.......... .251 hr, 1307.25 hr. 1,692.16 
Biscuit Production...... 1,000 Biscuits| 5,096,860 | $6,172.30 






(1,000 Biscuits) 




































Act. Units 
at Std. Rate 


& 
Actual Total Gusaticy Price 
Cost Variance ariance | Variance 


Exhibit 2: Labor cost sheet used in Baka Biscuit Company. 









BX D 











Peer ere eoeene 








* Figures in red, 


The total variation was equal to the difference between 
the standard labor charge for the material entering the department 
and the standard labor charge up to the same point on the actual 
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production in the department. Thus, on the second line, the 
standard labor cost for the amount of grain used, which should 
have produced 5,160,964 biscuits, was given as $842.71, as taken 
from the inventory sheet, while the standard labor cost for the 
actual number of biscuits produced, which was 5,096,860, was 
$830.79. The differences in the figures represented the amount 
of loss in units and dollars due to changes in the quantity of 
material contained in each biscuit, because of processing con- 
ditions; this difference was an additional quantity variation. 

The labor costs of the two operations performed in the grinding 
and baking department were developed on the third and fourth 
lines of the form. The amounts given in columns D and G on 
these lines were determined from the actual records for the period, 
which, when used in conjunction with the standard rates and the 
amount of production, were sufficient to complete the sheet. The 
letters in the columnar headings indicate how the figures in 
the columns were determined. The information to be carried 
forward to the inventory sheet of the next department was 
obtained from the last line, on which the costs for the department 
were summarized. This procedure was followed also in the case 
of material and burden and for each department throughout the 
process; as under the old system, the cost of the product finished 
in the last department gave the debit to the finished goods account. 

Usually the quantity and price variations were worked out 
at a later date than the total variation, as they were used only 
for statistical purposes and did not need to be developed imme- 
diately in order to complete the cost records. Under the new 
system, an inventory in process account for each of the three 
elements of cost was kept in the factory ledger. These accounts, 
as was intended, contained only actual cost of the materials; the 
supporting statements and departmental inventory sheets, as 

already indicated, carried only standard costs and variations. 


COMMENTARY: The coming of a new executive is often the occasion 
for a considerable revision of the cost accounting work, not only 
because each man has his own ideas on this subject, but still more 
because he finds himself under the necessity of digesting and familiariz- 
ing himself with the facts and conditions of a new plant, and probably 
the most effective way of doing it is to have cost analyses made along 
the lines which seem of interest and importance to him. Although, 
therefore, this case was one in which ordinary process costs were 
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applicable, and the fact of having only a single product simplified the 
problem in some respects, yet it is clear that the existing records 
were insufficient to give the new executive the necessary grasp of the 
fundamentals attached to his problem. It was, therefore, reasonable 
that he should wish to make a completely new approach, and not be 
content with minor adjustments of existing methods. 

Three main features may be noted in the changes which he 
instituted: (1) the introduction of standard costs; (2) the separation 
of material, labor, and burden items in aggregate and unit costs; and 
(3) the cumulative character of the figures he developed, by which they 
carried the cost from one department to another, finishing with the 
total costs of the product at the end of the last process. Taking these 
matters in order, the situation was an ideal one for the use of standard 
costs; it is difficult to see how the situation could be properly controlled 
without them. The separation into the three main divisions of cost 
was very natural in a case where the production problems and the cost 
variations arose chiefly from differences in the quality of wheat pur- 
chased; these differences occasioned marked variations in the number 
of biscuits which could be made for a bushel of wheat, and it was this 
fact which was responsible chiefly for the variations in labor and burden 
cost. This was the reason for the division of the total variation 
between standard and actual costs into quantity variation and price 
variation; usually the former was much the more important, and a 
close observation of it permitted a more effective policy in wheat 
purchasing. With regard to the cumulative nature of the figures, 
a question might be raised as to whether it would not be more helpful 
to show the unit and total costs for each department alone, and the 
variations in them: apparently the vice president preferred the 
cumulative figures, partly because they showed the total loss when 
waste or spoilage occurred at any point in the processes, and partly 
because the cost sheets were tied in with the inventory figures; for both 
these purposes, of course, the value of the product in process was the 
cumulative cost up to that point. 

The apparently intricate figures in the forms will be found reason- 
able and intelligible upon examination, and it is of interest to note that 
these methods were worked out by the comptroller at the suggestion of 
the vice president himself and not on the initiative of the cost 
department. 


March, 1929 Tatas 


Prescott & NORTHWESTERN RAILROAD COMPANY 
OUACHITA & NORTHWESTERN RAILROAD CoMmMPANY! 


RAILROADS——-LUMBER 


RaILtroaD RatEs—Unfair Routing of Tap Line Traffic. The practice of two 
tap lines, each affiliated with a lumber company, in hauling proprietary 
traffic over unnecessary and circuitous routes before delivery to a con- 
necting trunk line, rather than directly to points of junction with the 
connecting line, in order to secure an increased division out of the 
through rates on interstate shipments, was condemned by the Interstate 
Commerce Commission as unfair to the trunk line. The commission 
ruled that the distances from the junctions which were determinative 
of the maximum divisions that the trunk line might lawfully pay out 
of the through rates to the tap lines must be measured by the direct 
route of movement toward final destination.? 

(1919) 
EASTMAN, Commissioner: 


This proceeding brings in issue the lawfulness of divisions of through 
interstate rates on carloads of lumber and forest products moving from 
the proprietary mills of the Prescott & Northwestern Railroad Com- 
pany and the Ouachita & Northwestern Railroad Company. The 
question is the same as to each tap line; the cases were heard together 
and will be so disposed of in this report. 

At a hearing held after service of a tentative report upon the two 
railroad companies above named and the Missouri Pacific Railroad 
Company, the parties in interest, it developed that certain of the 
practices which were questioned had been eliminated. One practice 
of the Ouachita & Northwestern Railroad Company in hauling lumber 
destined to St. Louis and other northern, eastern, and western points 
from the mill at Clarks 25 miles to its junction with the Tremont & 
Gulf Railroad, whence the cars were transported by the latter com- 
pany by way of Menefee Junction to Rochelle and delivered to the 
Missouri Pacific, thence by the Missouri Pacific back to Clarks and 
on to St. Louis, had been discontinued; but the tariff covering this 
unnecessary route has not yet been canceled. 

It is not necessary to discuss other practices mentioned in the ten- 
tative report which had been eliminated or were satisfactorily explained. 
We shall confine ourselves, therefore, to the consideration of two 

153 I.C.C. 656 (June 30, 1919). 

2 Headnote by Graduate School of Business Administration. 

IOI 
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practices, one of the Prescott & Northwestern Railroad Company, and 
the other of the Ouachita & Northwestern Railroad Company, which 
existed at the time of the hearing. 


1. The Prescott & Northwestern Railroad Company is a tap line 
organized as a common carrier under the laws of Arkansas, and is 
affiliated with the Ozan-Graysonia Lumber Company. A full descrip- 
tion of this road is given in our report in The Tap Line Case, 23 I.C.C., 
549, 569, and the following shetch (Exhibit 1) shows the rail lines. 





Exhibit 1: Location and connecting lines of Prescott & Northwestern Railroad 
Company. 


The Ozan-Graysonia Lumber Company owns and operates a mill at 
Prescott, Arkansas, on the Missouri Pacific Railroad and the Prescott 
& Northwestern. The mill is located at a station on the latter road 
called Dian, and is less than one mile from the junction point of the 
two railroads. All interchange traffic with the Missouri Pacific may 
be received or delivered at Prescott, involving a movement by the 
Prescott & Northwestern of less than one mile. Instead of doing this, 
it has been the practice of the Prescott & Northwestern to haul all 
cars of lumber and forest products intended for the Missouri Pacific 
29 miles to Tokio, Arkansas, and there deliver them to the Memphis, 
Dallas & Gulf Railroad. The latter company transports them to 
Nashville, Arkansas, where they are delivered to the Missouri Pacific : 
the Missouri Pacific then conveys them via Hope Junction, Arkansas, 
and, if destined to St. Louis, or northern, eastern, or western points, 
back to Prescott. In other words, instead of delivering the products of 
the proprietary mill, destined to points on the Missouri Pacific or 
beyond by a simple switching movement, the traffic is carried out of 
line for 76 miles and brought back to Prescott, and then proceeds to 


PRESCOTT & NORTHWESTERN RAILROAD COMPANY 103 


destination. The tap line claims the right to make this circuitous and 
unnecessary haul in order that it may earn a larger division out of the 
through rate. 


2. The Ouachita & Northwestern Railroad Company is organized 
under the laws of Louisiana as a common carrier and is affiliated with 
the Louisiana Central Lumber Company. A description of this road 
is given in our report in The Tap Line Case, 23 I.C.C., 549, 603. The 
Louisiana Central Lumber Company has a mill at the point called 
Clarks, Louisiana, and another at a point called Standard, Louisiana, 
10.5 miles south of Clarks. The two mills are connected by a track 
of the tap line paralleling the main track of the Missouri Pacific, but 
the direct haul over the tap line to a junction with the Missouri Pacific 
in each case is less than one mile. The sketch (Exhibit 2) shows 
the location and the connecting lines 


MISSOURI PACIFIC 
To New Orleans % To St.Louis 





Exhibit 2: Location and connecting lines of Ouachita & Northwestern Railroad 
Company. 


A large portion of the traffic from the mill of the Louisiana Cen- 
tral Lumber Company at Clarks moves to St. Louis and eastern and 
western points over the Missouri Pacific. It has been the practice of 
the tap line to haul this traffic to Standard, where it is delivered to and 
hauled by the Missouri Pacific back to Clarks, whence it moves to 
final destination. A like unnecessary and circuitous haul has been the 
practice in the case of the products from this company’s mill at 
Standard. Here a large portion of the product of the mill is for export 
and goes to New Orleans. ‘This traffic has been hauled by the tap 
line to Clarks and there delivered to the Missouri Pacific, which latter 
company hauls it back through Standard to its destination. No 
question is raised as to the right of the tap line to haul lumber which 
is destined to New Orleans and the South from the mill of the lumber 
company at Clarks to Standard, making delivery there, as that move- 
ment is in a direct line toward the point of final destination; nor is 
any question raised as to the right of the tap line to haul the products 
of the mill at Standard intended for St. Louis and eastern and western 
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points to Clarks, and there make delivery of such traffic to the Mis- 
souri Pacific. The practice that is questioned is the unnecessary haul- 
ing of lumber by the tap line from either mill in the opposite direction 
from its destination and out of line, making deliveries at points that 
involve the return of the traffic to the station at which the originating 
mill is located before it moves toward its final destination. 


3. The reason for these out-of-line hauls will be understood by a 
brief review of the tap line cases. In The Tap Line Case, 234 U.S. 1, 
28, 29, the Supreme Court of the United States held that a tap line, 
of the character of the two lines here involved, is entitled to divisions 
out of the line rate in this territory as compensation “for what it 
actually does” in performing transportation covered by the through- 
line rate, but the court said: 


It is doubtless true, as the commission amply shows in its full 
report and supplemental report in these cases, that abuses exist 
in the conduct and practice of these lines and in their dealings with 
other carciers which have resulted in unfair advantages to the 
owners of some tap lines and to discriminations against the owners 
of others. Because we reach the conclusion that the tap lines in- 
volved in these appeals are common carriers, as well of proprietary 
as non-proprietary traffic, and as such entitled to participate in 
joint rates with other common carriers that determination falls 
far short of deciding, indeed does not at all decide, that the division 
of such joint rates may be made at the will of the carriers in- 
volved and without any power of the commission tocontrol. That 
body has the authority and it is its duty to reach all unlawful 
discriminatory practices resulting in favoritism and unfair ad- 
vantages to particular shippers or carriers. It is not only within 
its power, but the law makes it the duty of the commission to 
make orders which shall nullify such practices resulting in rebating 
or preferences, whatever form they take and in whatsoever guise 
they may appear. If the divisions of joint rates are such as to 
amount to rebates or discriminations in favor of the owners of 
the tap lines because of their disproportionate amount in view 
of the service rendered, it is within the province of the commis- 
sion to reduce the amount so that a tap line shall receive just com- 
pensation only for what it actually does. 


_In conformity with this decision of the Supreme Court the com- 
mission on July 29, 1914, entered an order in The Tap Line Case, 31 
I.C.C., 490, requiring the defendant trunk lines, one of them being the 
St. Louis, Iron Mountain & Southern Railway Company, now the 
Missouri Pacific Railroad Company, to reopen through routes and 
publish joint rates to interstate destinations with each of the tap lines 
parties to the record with which they respectively joined. The Pres- 
cott & Northwestern and the Ouachita & Northwestern were both 
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parties to the record. The two paragraphs of the order following this 
requirement were these: 


Provided, That the allowances, or divisions out of such joint 
rates to be paid by the said principal defendants, respectively, to 
the said parties to the record on lumber and forest products shall 
not exceed the amounts hereby fixed as maximum allowances or 
divisions thereon until further order, the commission finding upon 
the record that any allowances or divisions in excess thereof result 
in undue preferences and unjust discriminations, and are unlawful. 

It is further ordered, That the allowances or divisions out of the 
rates on interstate shipments of lumber and forest products from 
points on the lines of the above-named parties to the record shall 
not exceed the following amounts, namely: For switching a dis- 
tance of r mile or less from the junction, $2 per car; over 1 mile 
and up to 3 miles from the junction, $3 per car; on shipments 
from points over 3 miles and not more than 6 miles from the 
junction, 114 cents per 100 pounds; over 6 miles and not more 
than 10 miles from the junction, 2 cents per 100 pounds; over Io 
miles and not more than 20 miles from the junction, 254 cents 
per roo pounds; over 20 miles and not more than 30 miles from 
the junction, 3 cents per 100 pounds; over 30 miles and not more 
than 40 miles from the junction, 3!4 cents per 100 pounds; over 
40 miles from the junction, 4 cents per 100 pounds. 


On April 7, 1919, the commission entered a fifth supplemental order, 
effective June 1, 1919, increasing these maximum divisions as follows: 


For switching a distance of 1 mile or less from the junction, 
$2.50 per car; over 1 mile and up to 3 miles from the junction, 
$3.50 per car; on shipments from points over 3 miles and not 
more than 6 miles from the junction, 2 cents per 100 pounds; 
over 6 miles and not more than 10 miles from the junction, 214 
cents per 100 pounds; over 10 miles and not more than 20 miles 
from the junction, 3 cents per 100 pounds; over 20 miles and not 
more than 30 miles from the junction, 3/9 cents per Too pounds; 
over 30 miles and not more than 4o miles from the junction, 4 
cents per 100 pounds; over 40 miles from the junction, 4/4 cents 
per 100 pounds. 


If, then, divisions may lawfully be based upon the out-of-line haul 
described, the Prescott & Northwestern should now receive 3.5 cents 
per 100 pounds out of the through rate for hauling carloads of lumber 
from Prescott to Tokio, and the Memphis, Dallas & Gulf a further 
division for its haul from Tokio to Nashville, the Missouri Pacific 
receiving the balance for its haul from Nashville through Prescott to 
final destination. ne 

Upon a standard carload of 60,000 pounds, the division paid to the 
tap line would thus equal $21 per car, without allowing for the further 
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amount paid to the Memphis, Dallas & Gulf. On the other hand, if the 
car were delivered by the tap line direct to the Missouri Pacific at Pres- 
cott, the Prescott & Northwestern would receive but $2.50 per car, and 
the balance of the through rate would be received by the Missouri 
Pacific for a haul to destination 40 miles shorter than it would be 
required to perform in the former case. The out-of-line haul in that 
case, aggregating 76 miles in all, is entirely unnecessary, and the only 
reason for it is to increase the earnings per car of the tap line. 

The situation is similar in the case of the Ouachita & Northwestern, 
where the car returns to the station at which the traffic originates. 
Thus a car moves from Clarks to Standard on the tap line, a distance 
of 10.5 miles, and is there delivered to the Missouri Pacific; it then 
is returned to Clarks and thence moves to destination. ‘Traffic origi- 
nating at Standard is delivered by the tap line to the Missouri Pacific at 
Clarks, whence it is hauled to the south through Standard by the 
latter company. Such movements are wholly wasteful; they do not 
advance the traffic on its journey nor constitute any necessary part of 
the transportation from the point of origin to the point of destination. 
The tap line would be allowed for this useless 10.5-mile haul between 
Clarks and Standard, on the present mileage basis, 3 cents per 100 
pounds or $18 per standard car, shrinking the receipts of the line carrier 
$15.50 per car and imposing upon it also an additional and unnecessary 
haul of 10.5 miles. 

The Missouri Pacific and the other trunk lines in the territory in 
question are now under Federal control, and it is our understanding 
that the wasteful practices described above have been abandoned for 
the time being. The joint tariffs providing for these roundabout 
routes, however, are still in force, and when Federal control ceases, the 
former practices may be resumed. Under the circumstances, we feel 
that we ought not to allow the situations developed in connection with 
this proceeding to go without comment, or to omit to state the inter- 
pretation, so far as it affects such situations, which we place upon our 
orders of July 29, 1914, and April 7, 1919. 

A tap line is entitled only to just compensation for the actual and 
reasonably necessary services peformed by it as a part of the trans- 
portation of the traffic from point of origin to destination, and our 
orders relative to divisions out of the through rates were framed upon 
this principle in conformity with the decision of the Supreme Court 
already mentioned. The validity of the order of July 29, 1914, was in 
all respects sustained in O’Keefe v. United States, 240 U.S., 294. 
The out-of-line hauls above described are entirely unnecessary, cannot 
reasonably be considered a part of the service for which the through 
rates are intended to compensate, result in undue prejudice to tap 
lines and their proprietary companies which are not so situated that 
they can resort to similar practices, and unjustly deplete the revenues 
of the trunk line. 

A somewhat similar situation was considered in Louisiana & Pine 
Bluff Divisions, 40 I.C.C., 470, where it was held that an out-of-line 
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or diverted movement to a track scale may not be included in com- 
puting the distance, under our order of July 29, 1914, upon which the 
division that a tap line may receive is to be determined, and this 
decision was recently affirmed upon reargument in Louisiana & Pine 
Bluff Divisions, 53 I.C.C., 475. As was stated in the original report 
in that case: 


Were we to lend our'approval to any such arrangement not only 
would the Pine Bluff be placed in a more advantageous position 
than any other tap line in this territory performing a similar 
service, but such a ruling would open the way in the case of many 
tap lines for a relocation of their track scales so as to require a 
long back haul, and in that way to lay a basis for divisions or 
allowances very materially in excess of those fixed by the commis- 
sion for the distance covered by a direct movement from the mill to 
the junction. 


By the same reasoning we conclude that the distances from the 
junctions which are determinative of the maximum divisions that the 
Missouri Pacific Railroad may lawfully pay, under our orders of July 
29, 1914, and April 7, 1919, to the Prescott & Northwestern Railroad 
Company and to the Ouachita & Northwestern Railroad Company out 
of the through rate on interstate shipments of lumber and forest 
products from points on their lines must be measured by the direct 
route of movement toward final destination, rather than by out-of-line 
movements of the character in question. 


ComMENTARY: This case illustrates the persistence, even as late as 
1918, of one of the evil effects of railroad competition which is still 
extremely difficult to prevent. The law seeks to establish equality of 
treatment as between shippers; but the latter continue to play one 
carrier against another and to secure advantages which are contrary 
to the principle of equality of treatment on which the antidiscrimina- 
tion clauses of the Interstate Commerce Act are based. Thus, in this 
case the railroad did not haul the traffic via the roundabout route 
because it wanted to, but rather because a shipper owning a tap line 
or industrial railroad connecting with two carriers could play the latter, 
one against the other, to secure advantages. Only a vigorous enforce- 
ment of the law, such as that illustrated in this case, can prevent such 
practices. By themselves the carriers are helpless.* 


March, 1927 He BA: 





3 The reasons for this helplessness—the economic peculiarities of the railroad busi- 
ness—were well explained in the 80’s by President Arthur T. Hadley in his Railroad 
Transportation, now out of print; they are discussed also in the commentator’s 
Railroads: Rates, Service, Management (written with Mr. Kenneth F. Burgess, 


General Solicitor of the Chicago, Burlington & Quincy Railroad), pp. 84-102, chapt. 
vii, on the “Economics of Rate Making.” 
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RAILROAD RatEs—Request for Reduction Granted. Because of competition, a 
railroad allowed a lower rate on sand shipped to a particular market 
from five sources located in a small area than on that shipped from one 
other source located in the same area. A sand and gravel company 
supplied from the latter source asked that the commodity rate applying 

' to the other sources be applied to that source also, as the existing sixth- 
class rate made it impossible for the company to compete in the market 
involved. The railroad granted the request because the reduction would 
not disturb other rates and would bring the line added traffic, 

(1924) 


The source of supply for the Jenkins Sand and Gravel Com- 
pany’ was located at Laurel in an eastern state. The company 
marketed its sand in Adamson, which was 50 miles north of Laurel, 
and in the manufacturing district north of Adamson. Rockvale, 
an important industrial city in that district, was a market for 
sand. The Jenkins Sand and Gravel Company was unable to sell 
its product in Rockvale, however, because the freight rate on 
sand from Laurel to Rockvale was higher than the freight rates 
paid by its competitors, many of whom were located farther from 
Rockvale than was the company. The lower rates gave the com- 
petitors an advantage in the Rockvale market which the company 
could not overcome. 

Rockvale, Laurel, and the localities from which most of the 
Jenkins Sand and Gravel Company’s competitors shipped their 
sand were on the Deerbrook Railroad, as indicated by the map 
in Exhibit 1. Rockvale was 162 miles from Laurel. The freight 
rate on sand from Laurel to Rockvale was 26 cents per 100 pounds, 
the regular sixth-class rate. From Roberts, where one of the 
Jenkins Sand and Gravel Company’s competitors was located, to 
Rockvale the rate was $2.25 per net ton? on glass, engine, foundry, 
moulding, and silica sand, and $2.05 per net ton on other kinds 


of sand, although Roberts was only one mile nearer Rockvale 
than was Laurel. 





1 Fictitious name. 
? “Net ton” is used in railroad tariffs to designate a ton of 2,000 pounds. 
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In 1924 the Jenkins Sand and Gravel Company asked the 
Deerbrook Railroad to allow on sand from Laurel to Rockvale 
the rate that applied from Roberts to Rockvale, in order that the 
company might market its sand at Rockvale in competition with 


Deerbrook Railroad 
---— Bainbridge Railroad 





Exhibit 1: Area served by Deerbrook Railroad. 


other companies located in the same region. The Deerbrook 
Railroad, upon receiving this request from the Jenkins Sand 
and Gravel Company, drew up the rate table shown as Exhibit 2. 

All stations shown in the table except Sawyer were served only 
by the Deerbrook Railroad. Sawyer was ona line of the 
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EXHIBIT 2 
RATE TABLE OF DEERBROOK RAILROAD 


Existing Rovuested Existing 
F To Miles 6th-class) ea (Commodity) 
ct : Rate Rate Rate 
Laurel niches Rockvale | 162 |$.26 per 100] $2.05-$2.25 
lbs. per net ton 

Roberts eerie ss POTeal| eters Ce ee ene $2.05-$2.25 
Boyd woeirces rarer © TOG AN: GS, cotter sccenegaioll'n sutee A eeeesyoherer per net ton 
Woodside.......... we LOSE ie creat citys or pila ta resem rtcaeee te e 
Sawyers. seen ¥e LQ 79h | terete Seersaero ee ioe eee noere ‘ 
Poplatin american es LOW Baler ecuns ty 5 Seinen eae 


Bainbridge Railroad,* which from Adamson to Sawyer paralleled 
the line of the Deerbrook Railroad at a distance of a few miles. 
The rate from Sawyer to Rockvale, although the distance between 
the points was from 29 to 36 miles greater than that between 
Rockvale and any other of the stations listed in the table, was 
made as low as the rate from the other stations because of the 
competition between the two railroads. 

Roberts, Boyd, Woodside, Sawyer, and Poplar were on other 
lines of the Deerbrook Railroad than that on which Laurel was 
located, and were within a few miles of some branch of the Bain- 
bridge Railroad. Sand was plentiful in that district, and it 
was possible for a sand and gravel company to locate on the 
railroad which afforded the cheapest means of reaching the 
markets. The rates of $2.05 to $2.25 per net ton were com- 
petitive rates quoted by the Deerbrook Railroad to hold the traffic 
on its own line. 

Laurel, on the other hand, was at least to miles from any 
branch of the Bainbridge Railroad. Traffic originating in the 
vicinity of Laurel was not competitive, but moved only over 
the Deerbrook Railroad. If it did not grant the request of the 
Jenkins Sand and Gravel Company for a lower rate to Rockvale, 
the Deerbrook Railroad was not likely to lose any of the sand 
and gravel traffic from Laurel to Adamson. 

No sand was being moved from Laurel to Rockvale, because 
of the high freight rate. If the railroad granted the request of 
the Jenkins Sand and Gravel Company for a commodity rate to 

5 Fictitious name. 
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Rockvale, that company would be able to compete with other 
companies in marketing sand at Rockvale, and the Deerbrook 
Railroad would obtain additional traffic. The granting of the 
commodity rate from Laurel to Rockvale would not disturb the 
rates on sand from Laurel to Adamson and other points, and, 
therefore, would not operate to reduce the revenue of the railroad. 

The Deerbrook Railroad decided to grant the request of the 
Jenkins Sand and Gravel Company for a commodity rate on sand 
from Laurel to Rockvale. 


CoMMENTARY: In this case the Deerbrook Railroad had a practical 
monopoly in handling sand from Laurel, one of the producing points 
in a region which abounded in sand. At nearly all of the other produc- 
ing points the Deerbrook Railroad was in competition with the Bain- 
bridge Railroad, and the rates from those points to the principal 
markets at Adamson and Rockvale were competitive. The history 
of the rate development is not given, but it is likely that one of the 
two roads originally had the traffic to Rockvale at regular sixth-class 
rates and the other, in order to capture the business, named a lower 
commodity rate which was quickly met by its competitor. Laurel, 
being a noncompetitive point, was not given the commodity rate and 
the sand producer there had not made an effort to reach the Rockvale 
market until 1924, when its traffic manager, either on his own initiative 
or in response to a request from the sales manager, took steps to have 
the unfavorable discrimination removed. 

The natural inclination of the Deerbrook Railroad would be to 
hold to the normal class rates from noncompetitive points when 
such rates in themselves were reasonable, but in this case the discrimi- 
nation was clear and could hardly be justified wholly by the absence 
of competition at Laurel. Besides, the danger of disturbing other 
rates, competitive and noncompetitive, seemed to be remote, and if a 
commodity rate from Laurel to Rockvale, uniform with the competitive 
rate from Roberts and other near-by points, were granted, it might 
mean that the Deerbrook Railroad, by stimulating the movement 
of sand from Laurel to Rockvale, would enjoy a larger share of the 
total sand tonnage to Rockvale. The sand from Laurel could move 
only over the Deerbrook rails while that from Roberts and other 
near-by points would be shared with the Bainbridge Railroad. It is 
not surprising, therefore, that the Deerbrook Railroad granted the 
request for the lower rate from Laurel. 

The case illustrates the principle that a railroad ordinarily tries 
to protect and foster the industries local to its lines. 


February, 1929 Wea het! 


CINCINNATI NORTHERN RAILROAD COMPANY, ef al. v. 


Pusiic UTILITY COMMISSION OF OHIO! 


RAILROAD OPERATION—Discontinuance of Unprofitable Line. A line on which 
four trains carried passengers, mail, and express was operated as a joint 
service by two railroad companies. Because the line was being operated 
at a loss, the railroad companies applied to the Public Utility Commission 
for permission to discontinue it. The commission decided that because 
the railroads as a whole showed a satisfactory profit and the service in 
question was necessary for the proper industrial development of the 
communities served, the service must be continued. When the decision 
was appealed, the Supreme Court of Ohio held that, since the services 
could be furnished by trucks or busses and since the companies sustained 
an actual operating loss on the line, the value of the service to the public 
was not sufficient for its continuance, and reversed the commission’s 
order. 


(1929) 


In 1928, the Cincinnati Northern Railroad Company applied 
to the Public Utility Commission of Ohio for permission to dis- 
continue four trains carrying passengers, mail, and express 
between Cincinnati, Ohio, and Jackson, Michigan. This was a 
joint service, operated by the Cincinnati Northern Railroad 
Company from Cincinnati to Franklin, a junction point in Ohio, 
and by another railroad company from Franklin to Jackson, 
on which the companies showed an actual out-of-pocket loss of 
$30,000 for the first four months of 1928. After hearings the 
commission decided that because the railroads as a whole showed 
a satisfactory profit and the service in question was necessary 
for the proper industrial development of the communities served, 
the service must be continued as necessary for the public welfare. 

On appeal, counsel for the company argued that, although 
it was showing a satisfactory profit on its operations as a whole, it 
should not be required to operate the four trains at an actual 
out-of-pocket loss, in view of the fact that the same service could 
be rendered by truck. The company further contended that, 
as the mail and express were carried by private contract, the 
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service performed was not a public service which the company 
could be compelled to render. 

The court held first that mail and express were carried for 
the benefit of the public and therefore must be considered as a 
part of the service rendered, saying in part: 


So long as these utilities continue to be common carriers they 
are subject to the jurisdiction of the commission, whether they 
operate under scheduled rates or whether they carry mail and 
express under so-called private contracts; so long as they do 
carry mail and express the carriage is for the benefit of the public, 
and the emoluments received therefrom may be considered as a 
component part of their earning power. In this case had the 
earnings derived from mail and express been sufficient to sustain 
the entire business of carriage as a whole over the line in question, 
it could not be urged by the companies that they were operating 
at a loss. 


The court further held that since the services could be furnished 
by trucks or busses and since the companies suffered an actual 
operating loss of $30,000 in four months, the value of the service 
to the public was not sufficient for the continuation of it. The 
commission’s order was reversed. 


CoMMENTARY: In order to make a conclusive decision in this case, 
more detailed information is necessary, but the underlying principle 
is simple. It appears that the service which the commission ordered 
continued involved an actual out-of-pocket loss of $30,000 under 
conditions where there was competition by substitution, as the services 
could have been rendered by trucks or busses. The loss involved 
was therefore the result of this potential competition, and the order of 
the commission was tantamount to ordering the companies to furnish 
free service to these customers to the extent of $30,000. Clearly the 
value of this service was less than its cost, and if it were abandoned, 
some other service could have been rendered in its place which was 
worth more than its cost, or if not, the prices charged to other customers 
for other services could have been reduced. ‘This action would have 
increased the profits of the other customers and might have resulted 
in an increase in their use of the service. Either way the order of the 
commission that the losing service must be continued was depriving 
other customers of some profit and therefore confiscating their property. 
The property of the railroad companies may also have been con- 
fiscated. The decision of the court is sound, although not well 
expressed. 


March, 1929 Ec, 
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RAILROAD—NITROCELLULOSE 


RAILROAD OPERATION—Diversion of Shipment over Connecting Carriers. A 
railroad acting as the initial carrier for a shipment of six carloads of 
wet nitrocellulose, received, on the day following shipment by the manu- 
facturing company, a request for diversion of the shipment at a point 
on the line of a connecting carrier. The railroad’s transmission of this 
request to agents of several of the connecting lines was not received in 
time for the shipment to be diverted before it arrived at its original 
destination. When the railroad refused to refund the additional amount 
paid by the company for freight charges, the company appealed to the 
Interstate Commerce Commission. The commission ruled, however, 
that the railroad had fulfilled the requirements of its tariff and had 
exercised due diligence in transmitting the request, and that failure to 
divert had been due solely to the rapid movement of the shipment, 
which had moved under special orders of the War Department. 

(1918) 


The Franconia Company was engaged, during 1918, in the 
manufacture of explosives for the United States Government. On 
November 12, 1918, the company shipped six carloads of wet 
nitrocellulose from Carberry on the Wapella Railroad to Varcoe 
on the Arlberg Railroad, a distance of approximately 430 miles. 
The shipment was routed as follows:? 


Wapella Railroad to Wapella 

Kiowa Railroad to Coldwell 
Ravanna Railroad to Creston 
Everton Railroad to Walford 
Fairview Railroad to Thessalon 
Letona Railroad to Kemnay 

Bartley Railroad to Oconto Junction 
Oakmont Railroad to Buchan 
Arlberg Railroad to Varcoe 


At 2:30 p.m. on November 13, 1918, a member of the traffic 
department of the Franconia Company telephoned a request to 
! Fictitious name. 
* The names of railroads and towns used throughout the case are fictitious. 
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the railroad agent at Carberry that the six cars be diverted to 
Postell on the Hensley Railroad and that the routing be changed 
accordingly from Carberry to Postell. The changed routing 
would be the same as that given above as far as Walford, but from 
Walford would follow the Daggett Railroad to Chechaw, and the 
Hensley Railroad to Postell. Exhibit 1 shows the original routing 
of this shipment and the routing later requested. 
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Exhibit 1: Railroad lines involved in shipment made by Franconia Company from 
Carberry to Varcoe. 


At 4:20 p.m. on November 13, the agent at Carberry tele- 


graphed the request to the general freight agent of the Wapella 
Railroad at Kincaid, 175 miles north of Carberry, to which office 
requests for diversions customarily were sent. The telegram was 
received at the telegraph office in Kincaid after office hours and 
was delivered on the morning of November 14. At noon of that 
day, the general freight agent of the Wapella Railroad wired the 
agent of that railroad at Wapella and also the agents for the 
Kiowa Railroad and the Ravanna Railroad at Coldwell, request- 
ing the diversion. At that time, the general freight agent also sent 
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a similar notification by mail to the Fairview Railroad at Walford. 
The agents to whom he telegraphed replied that the cars had left 
their lines prior to the receipt of the request. The records of the 
Ravanna Railroad showed that the Wapella Railroad’s telegram 
was received at Coldwell at 4:05 p.m., November 14, and that it 
was repeated to the Coldwell yard master and to the Creston yard 
master. 

The general freight agent of the Wapella Railroad was advised 
on November 15 that the cars had left the Creston yard over the 
Everton Railroad before the request for the diversion was received. 
He then requested the Everton Railroad to make the diversion, 
but was advised by that company that the cars had been delivered 
to the Fairview Railroad at Walford on November 15, before 
receipt of the request. The general freight agent of the Wapella 
Railroad promptly telegraphed the Fairview Railroad and the 
Letona Railroad, requesting the diversion and stating that the 
cars had been delivered to the Fairview Railroad. He also 
notified the Fairview Railroad of the steps which had been taken 
to effect the diversion. The records of the Fairview Railroad 
showed that four of the six cars were received from the Everton 
Railroad at 10:00 a.m., November 15. The other two cars were 
received the same day, but the exact hour was not shown. 

The requests for diversion did not catch up with the cars, and 
the shipment arrived at Varcoe without having been diverted. 
The Franconia Company, consequently, had to pay the full rate 
on the six carloads of freight from Varcoe to Postell, in addition 
to the full rate from Carberry to Varcoe, plus a reconsignment 
charge of $2 per car. A joint commodity rate of 60.5 cents per 
100 pounds applied from Carberry to Varcoe; the distance was 
426.6 miles. A joint first-class rate of 37.5 cents per 100 pounds 
applied from Varcoe to Postell. The through commodity rate from 
Carberry to Postell was 55.5 cents per 100 pounds; the distance 
was 434.6 miles. The difference in the amount actually paid in 
rates by the Franconia Company, less $12 for reconsignment, and 
the amount the company would have paid had the diversion been 
made as requested was $1,730.02. 

The Franconia Company attempted to obtain a refund of 
$1,730.02 from the Wapella Railroad. The company held that the 
railroad had been negligent in forwarding the diversion order and 
had not used reasonable discretion or employed reasonable meas- 
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ures in an effort to comply with the company’s request. For 
instance, the Wapella Railroad had telegraphed its own yard at 
Wapella, which was only nine miles from the point of origin of 
the shipment, and had sent notification by mail to the Fairview 
Railroad at Walford instead of telegraphing to the Everton Rail- 
road or the Fairview Railroad. It was the belief of the traffic 
manager of the company that if the railroad had telegraphed at 
that time to the Everton Railroad or the Fairview Railroad, the 
diversion would have been effected. 

The railroad refused to grant the refund, contending that 
immediately upon receipt of the request for diversion it had made 
every reasonable effort to divert the cars and had done even more 
than the tariff provisions required. 

Rule 4 of the Wapella Railroad tariff effective when the ship- 
ment moved provided that: 


When diversion or reconsignment is requested after shipment 
has passed out of possession of this railroad or when request is 
received too late for this railroad to effect the change desired, 
such request will be transmitted to direct connecting carrier to 
which shipment was delivered, when the responsibility of this 
railroad will end; and the shipments will be subject to rules of the 
carrier on whose rails the diversion or reconsignment is accom- 
plished. 


The company was not satisfied that the railroad had taken 
the proper steps to effect the diversion, and decided to take the 
case to the Interstate Commerce Commission. In its complaint, 
the company alleged that as far as Walford the original routing 
and the changed routing requested were identical, and that inas- 
much as the carriers to that point were being operated by the 
United States Government under the Director General, the agent 
of the Wapella Railroad was the agent of the Director General, 
and as such it had been his duty to telegraph the request for 
diversion to the agent at Walford. 

The railroad contended that, in view of the hundreds of mes- 
sages which had to be sent over railroad wires and the need for 
preferred handling of train messages and dispatchers’ messages, 
the diversion request had been transmitted with due diligence 
and reasonable promptness; that it would have been imprac- 
ticable for the Wapella Railroad at the time that it telegraphed 
to the Kiowa Railroad and the Ravanna Railroad to have tele- 
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graphed the other participating carriers, because the diversion 
clerk had not been informed as to how far the routes to the origi- 
nal destination and to the reconsigned destination were common, 
and that to require him to investigate each case to develop that 
fact would interfere seriously with his work. ‘The railroad also 
explained that a railroad tracing clerk frequently had no record 
of a car mentioned in a telegram and had to send for the infor- 
mation. The records of the car record office necessarily were 
from to hours to 12 hours behind the current movement of cars, 
because of the multitude of those movements. 

The Interstate Commerce Commission dismissed the com- 
plaint. In its decision, the commission stated that wet nitrocel- 
lulose was moved quickly because it was highly inflammable and 
was used in the manufacture of explosives; that the shipments in 
question had moved under special orders of the war department; 
that the Wapella Railroad did all that its tariffs required it to do 
and also took the precaution, because of the short hauls of its con- 
nections to Creston yard and the known dangerous character of 
the commodity, to wire each of those connections in an effort to 
comply with the company’s request; and that the failure to divert 
was due solely to the rapid movement of the shipments. 

The commission stated further that while it was true that the 
railroads involved were being operated under governmental con- 
trol, it was not the purpose of the Federal control act or of the 
orders of the Director General in operating under that act to 
alter or nullify the rates and other provisions of the existing law- 
ful tariffs. On the contrary, except for the naming of certain 
officials with a view to effecting economies in the supervision and 
operation of the various activities of the carriers, the traffic and 
operating entities of the individual lines were maintained during 
the period of Federal control distinct from those of other lines, 
and the tariff provisions of the individual lines were observed. 
The fact that the tariff provision under consideration was not 
eliminated when the tariff was reissued under Federal control 
was convincing evidence that the purpose of the Director Gen- 
eral was to operate the Wapella Railroad in accordance with the 
provisions of that tariff rule. It was clear from the record that 
the railroad had exercised due diligence in performing what it 
undertook to perform under the published tariff rule. No attack 
had been made upon the reasonableness of the tariff rule. 
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ComMENtTARY: This case illustrates the difficulties surrounding the 
practice of diverting a freight car by changing routing and destination 
after it has started on its journey. The normal number of diversion 
orders on certain kinds of freight is substantial and requires a special 
organization in the traffic and operating departments. Such orders 
ordinarily are handled as a matter of routine and as a convenience or 
service to the shipper. The charge is nominal and is not considered 
by the railroads as compensatory. A reasonable effort is made to 
effectuate the order, but if the time is not ample for the repetition of the 
telegraphic instructions, there is an occasional failure. 

In this case there appears to have been an unusual delay in acting 
upon the shipper’s request and an unusually quick movement of the 
six cars. Cars loaded with high explosives are given preferred atten- 
tion. The telegrams in this case were not handled so quickly as the 
explosives. Technically the railroads met their tariff obligations and 
the Interstate Commerce Commission dismissed the complaint; never- 
theless, there was too much delay and not enough foresight in the 
action of the railroad traffic department. It must be remembered, how- 
ever, that this incident occurred a day or two after the Armistice was 
signed, when a reaction from the heavy strains of war traffic demands 
had just set in. 


January, 1927 Wer aCe 


New York, New Haven AND HARTFORD RAILROAD COMPANY 


Apvertisinc—Advertising Special Train Service to Totality Zone at Time 
of Sun’s Eclipse. In an effort to secure extra passenger traffic, a rail- 
road, at the time of the total eclipse of the sun in January, 1925, 
offered special train service at reduced rates from cities outside the zone 
of totality to points within it. The railroad advertised the special serv- 
ice by means of newspaper insertions, posters, pamphlets, and circular 
letters, 

(1925) 


On Saturday morning, January 24, 1925, a total eclipse of the 
sun was to be visible in a belt approximately 100 miles wide 
extending from eastern Minnesota through western New York, 
southern New England, and into the Atlantic Ocean. The south- 
ern limit of the zone of totality passed through the upper part 
of New York City and the northern limit passed just south of 
Pittsfield, Springfield, and Providence. The central New Eng- 
land points within the zone were New Haven, Hartford, and New 
London, but conditions would be favorable also at Stonington and 
Westerly. The latter city was located on the boundary line 
between Connecticut and Rhode Island. 

During the three or four months preceding the eclipse, news- 
papers made frequent reference to the coming event and gave 
space to articles by and interviews with astronomers or others 
interested in the scientific aspects of the solar phenomenon. 
There seemed to be much public interest in the subject, and in 
cities which were outside the zone of totality, such as Boston, 
the press occasionally suggested that the wonderful spectacle 
would justify the time and the expense of a trip into the zone 
of totality. 

During the latter part of December, the traffic officers of the 
New York, New Haven and Hartford Railroad Company began 
to consider operating special train service from points outside to 
points within the zone. It was difficult, however, to determine 
whether or not interest in the event would be sufficient to war- 
rant the operation of special trains. In an effort to gather fairly 
precise information as to the degree of public interest in the 
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eclipse, the passenger department circularized the company’s 
agents and had representatives interview chambers of commerce, 
boards of trade, and similar bodies. The reports indicated that 
there was a possibility of extra travel from Boston. The railroad 
officials, therefore, decided to run a special train from Boston to 
Westerly and to sell round-trip tickets at the regular one-way rate 
of $3.18 from Boston. The officers, however, were somewhat 
doubtful at the time as to whether the train would be filled to 
capacity. 

Having decided to offer reduced rates and to run a special train, 
leaving Boston at 6:05 a.m., Back Bay at 6:10, Attleboro at 
6:50, and Providence at 7:10, and arriving at Westerly at 8:10a.m., 
approximately one hour before the time of the total eclipse, the 
railroad officers endeavored to arouse more interest in the trip 
by advertising. In addition to the customary newspaper adver- 
tisements, the company used posters and maps, and also prepared 
and distributed a folded pamphlet describing the phenomenon in 
nontechnical language. The outside of the pamphlet was as 
shown in Exhibit 1, and the inside pages as in Exhibit 2. 

The officials made a special effort to place copies of this 
pamphlet and the following circular letter in the hands of instruc- 
tors and students in the several educational institutions in the 
vicinity of Boston. 


Tue New York, New HaveEN AND HARTFORD RAILROAD COMPANY 
CENTRAL NEW ENGLAND RaILtwAay COMPANY 
PASSENGER TRAFFIC DEPARTMENT 


Boston, Mass., January 7, 1925 


SPECIAL TRAIN TO VIEW THE ECLIPSE 


The New Haven Railroad has received many inquiries concern- 
ing operation of a special train from Boston, Saturday, January 
24, to provide an opportunity for viewing the sun’s eclipse at 
some point in the territory of totality. 

A careful study of the territory and discussion with the astro- 
nomical authorities at Harvard indicate that Westerly, Rhode 
Island, would be the most favorably located and conveniently 
accessible point that could be reached by a special train from 
Boston that same morning. A special coach train, therefore, 
will leave Boston at 6:05 a.m., stopping at Back Bay at 6:10; 
Attleboro 6:50; Providence 7:10; arriving Westerly at 8:10 a.m., in 
time to view the beginning of the eclipse; returning, leave Westerly 
at 9:40 a.m. 
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The Westerly Board of Trade will cooperate by furnishing a 
place of observation on high ground within ten minutes’ walk of 
the station, and there is also a location immediately adjoining the 
station at Westerly, where the eclipse can be viewed under favor- 
able conditions. 

A special reduced rate will be made of one one-way fare for the 
round trip, or $3.18 from Boston; $2.03 from Attleboro; $1.59 
from Providence. 

Tickets will be placed on sale January 12, at South Station, 
Back Bay Station, and Consolidated Ticket Office (67 Franklin 
Street), Boston, and also at the Attleboro and Providence station 
ticket offices. To insure accommodations, purchase should be made 


in advance. 
Your cooperation in conveying information concerning this 
train to those likely to be interested in making the trip will be 


appreciated. 
E. L. WILSON 
Ass’t. Passenger Traffic Manager 


This advertising material called attention to the fact that one 
could make an early start on the morning of January 24, view 
the eclipse from a favorable location, and return to Boston by 
noon. 

Inasmuch as those who expected to make the trip were advised 
to purchase tickets in advance, the railroad would have fairly 
definite knowledge of the number of cars and trains necessary. 
The response to the advertising was spontaneous and exceeded 
all expectations. The company sold out the first train quickly, 
then a second, and a third, until finally, after the sixth had been 
sold, the officials decided that it would not be wise to undertake 
a greater movement to Westerly because of the necessity of 
sufficient space between the trains. In order to space the trains 
properly and allow ample time for all the trains to reach Westerly 
before the total eclipse at 9:13 a.m., the railroad had to schedule 
the first train to leave Boston at 5:45 a.m. To schedule a train 
earlier would have been impracticable, because the subway did 
not open until 5 a.m., and it would have been difficult for resi- 
dents in many parts of the metropolitan district to reach the 
South Station conveniently by other means of transportation. 

The announcement that no more tickets to Westerly would be 
sold was accompanied by a statement that a special train, in 
Sections if necessary, would be run from Boston over the Air 
Line to Willimantic, where conditions for viewing the total eclipse 
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would be nearly as favorable as at Westerly. The sale of tickets 
to Willimantic began a few days before the date of the eclipse, 
and it became necessary for the railroad to provide two trains. 
On the morning of the eclipse, visibility conditions were ideal, 
although the temperature was close to zero. At the last moment, 
many persons who had refrained from the advance purchase of 
tickets because of fear of cloudy weather attempted to join the 
excursionists, but were turned away, as every train was filled. 

The New York, New Haven and Hartford Railroad Company 
had expected that the interest taken by Bostonians would spread 
to other cities and had advertised special service from Worcester 
to New London and from Pittsfield to New Milford. Two trains 
each were filled in Worcester and in Pittsfield 

In addition to the 12 extra trains for the general public, the 
railroad, in cooperation with other railroads, ran five trains 
for special parties of students from schools and colleges. The New 
York, New Haven and Hartford Railroad Company and the Bos- 
ton & Maine Railroad cooperated in running two trains for Smith 
College from Northampton via Springfield to Wallingford; one 
train for Amherst College from Amherst via Springfield to Wind- 
sor; and one train from Mount Holyoke College via Springfield 
to Windsor. In cooperation with the Boston & Albany Railroad, 
the New York, New Haven and Hartford Railroad Company 
operated one train for Wellesley and Dana Hall from Wellesley via 
Worcester to New London. 

The number of passengers carried on the 12 trains open to the 
public was 8,277. On the 5 special party trains the number was 
3,251. The total number of passengers was 11,528, or 678 per 
train. The gross revenue from the sale of the special tickets was 
over $28,300. 

Inasmuch as the service was offered at a time of the day when 
there would be no interference with regular service, and inasmuch 
as the total round trip of each train was made within the standard 
eight-hour day for train crews, the trains, fully loaded in both 
directions, were operated at minimum expense and, even at the 
low rate of one-way fare for the round trip, were a profitable 
undertaking. 

As a by-product, the railroad benefited by an increase in good- 
will on the part of the communities affected by the influx of vis- 
itors. Westerly, in particular, was pleased by the advertising 
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opportunity, and both there and at New Milford the townspeople 
placed automobiles and trucks at the disposal of visitors to trans- 
port them to high ground for an uninterrupted view of the eclipse. 
At New Milford the visitors were served with hot coffee, dough- 
nuts, and sandwiches, donated by the business men. Early in 
January, the Westerly business men had announced that similar 
refreshments would be served there, but when they learned later 
that the number of passengers would run into thousands they 
were obliged to withdraw the offer. On the trains from Boston 
the railroad’s dining-car employees served coffee at 10 cents a 
cup and sandwiches at 15 cents to 30 cents each. 

The New York, New Haven and Hartford Railroad Company’s 
passenger traffic department assigned a representative to accom- 
pany each train. The entire movement was made without delay, 
accident, or confusion. The results, as viewed by the railroad, 
were gratifying, not only in respect of the additional net revenue 
earned but also in respect of the favorable publicity. 


ComMMENTARY: The functions of the passenger traffic department 
of a railroad include not only the solicitation of and transportation pro- 
vision for the normal passenger traffic but also the creation of new 
traffic whenever an opportunity offers to suggest the idea of railroad 
travel to those who otherwise would not think of it. Fairs, expositions, 
sporting events, autumn foliage, winter carnivals, and the like, are 
ordinarily seized upon by the traffic department as traffic creating 
incentives, and special service, at regular or reduced rates, is advertised. 

In this case there was no precedent. There never had been a total 
eclipse of the sun in the territory of the New York, New Haven and 
Hartford Railroad since the railroad was organized. The company 
had no criteria by which it could gauge the extent of public interest 
in the event. The passenger department officers, however, applied the 
principles of imagination in business, with results that were gratifying 
beyond expectation. 

The case is of interest as an example of created passenger traffic of 
a constructive nature. 


January, 1927 Wye 


LEHIGH VALLEY RAILROAD 


PLANT MAINTENANCE—Reduction in Annual Number of Tie Renewals by Rail- 
road. Inarailroad company whose standard of maintenance required the 
removal of ties as soon as wear or decay became evident, the annual 
number of tie renewals per mile of track was high. If the number of tie 
renewals could be reduced, a saving would result not only in the expendi- 
ture for ties but also in the labor cost of placing them in the track. In 
order to offset in part the decay of ties, the company decided to have all 
new ties treated with a preservative before they were inserted; in order 
to reduce the element of wear, the company decided to increase the 
number of ties under each 33-foot rail of heavy-traffic track from 17 or 
18 to 20, and, in addition, to use heavy tie plates on such track. After 
this policy had been in effect about 10 years, a decrease in the number 
of annual tie renewals per mile of track was noticeable. 

(1910) 


In 1910, the Lehigh Valley Railroad believed that it might 
be able to reduce its maintenance of way costs and at the same 
time improve its maintenance standards. Prior to 1910, the 
company had used only untreated ties in its roadbed. The 
standard of maintenance on the Lehigh Valley Railroad required 
the removal of ties as soon as wear or decay became evident; as a 
consequence, the annual number of tie renewals per mile of track 
was high. From 1898 to 1910, the number of ties inserted annu- 
ally for renewals ranged from 155 to 336 per mile of track, although 
during the 5 years immediately preceding 1910 the number was 
not greater than 196 annually. If the number of ties required 
annually for renewals could be reduced, a saving would result 
not only in the expenditure for ties but also in the labor cost of 
placing them in the track. 

The Lehigh Valley Railroad in 1910 operated approximately 
1,300 miles of line, embracing 3,190 miles of track. The main line 
of the railroad extended between New York City and Buffalo, a 
distance of 447.6 miles. All of this line was laid with double 
track. The company had a number of relatively short branches 
in the anthracite region of Pennsylvania, many of which were 
double track, a number of longer branches in western New York, 
and also an important double track branch 9.6 miles in length to 
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Perth Amboy, New Jersey. The Lehigh Valley Railroad, 
although it provided both through and local passenger service of a 
high quality, was essentially a freight carrying line having anthra- 
cite coal for its principal commodity. 

The company believed that, as a rule, railroad ties decayed 
rather than wore out, especially if tie plates were used, as was the 
practice on the Lehigh Valley Railroad. The volume of traffic 
was, therefore, a minor factor in the life of a tie. Climatic con- 
ditions, the drainage of the roadbed, and the kind of wood used for 
ties were more important factors. The company, after investi- 
gation, concluded that by treating ties with a preservative it 
could retard their decay. 

In 1910, the average cost to the Lehigh Valley Railroad of 
ties for the main line was 57 cents each, and the average cost of 
inserting a tie in track was 25 cents. The average life of an 
untreated tie was 8 years. No reliable data were available at the 
time on the life of treated ties. Should the company decide to use 
treated ties, a commercial creosoting company would treat ties 
for the railroad at a cost of 40 cents per tie in a plant to 
be erected along the railroad line by the treating company. 
The cost to the railroad of a treated tie inserted in track would 
be, therefore, nearly 50% greater than the cost of an untreated 
tie. The railroad would have to make no additional invest- 
ment in plant. The railroad estimated that the life of a tie 
would be prolonged much more than 50% by the creosote 
treatment, and, therefore, decided to have all new ties treated 
before using them. 

Having decided to offset in part the element of decay by 
using treated ties, the company decided to offset in part the ele- 
ment of wear, although it was less important than decay, by 
increasing the number of ties under each rail. There were on 
the company’s lines 17 or 18 ties under each 33-foot rail. The 
company decided to make 20 the standard in heavy-traffic track. 
In addition, heavy tie plates 8 inches wide were to be used as a 
further protection against the rail-cutting of ties by the passage 
of heavy trains. The ties which the railroad used in its heavy- 
traffic tracks were 8 feet long, 8 inches wide, and 6 inches thick. 
When renewals were made in branch tracks, the number of ties 
per rail was to be proportioned to the traffic, although in no case 
was the number to be reduced. 


LEHIGH VALLEY RAILROAD 129 


Beginning in 1910, the Lehigh Valley Railroad treated with 
creosote as high a percentage of the new ties laid as the supply 
of creosote oil permitted. Exhibit 1 shows the number of tie 
renewals in relation to the number of miles of track operated for 
the years 1898 to 1923 inclusive. 


EXHIBIT 1 


Tota, TrE RENEWALS AND TIE RENEWALS PER MILE OF TRACK, 
LEHIGH VALLEY RAILROAD, 1898-1923 








FIVE-YEAR MovING 
AVERAGE OF NUMBER 
OF TIES INSERTED 


MILES OF TOTAL TIES Ties INSERTED | FoR RENEWAL PER 
YEAR ENDED TRACK INSERTED FOR PER MILE YEAR 
(ALL KINDS) RENEWAL* OF TRACK 
Per Mile 
Total of Track 
Nov. 30, 1898 2,740.61 627,417 229 
1899 2,770.91 680,052 245 
1900 2,806.64 944,006 336 
I9OI 2,858.09 850,797 208 
June 30, 1902t 2,862.53 308,300 
1903 2,892.99 886,805 307 797,851 283 
1904 2,911.33 614,273 211 795,223 279 
1905 2,930.24 575,992 197 174,411 270 
1906 3,060.42 475,620 155 680,715 234 
1907 3,090.14 569,272 184 624,410 211 
1908 3,157.77 544,934 173 556,018 184 
1909 3,170.76 618,593 195 556,882 18I 
1910 3,190.71 544,747 171 550,633 176 
IQII 3,198.57 451,232 141 545,756 173 
1912 3,244.96 534,413 165 538,784 169 
1913 3,277.47 877,558 268 605,309 188 
1914 3,312.58 770,679 233 635,726 196 
IQI5 3,320.03 959, 811 289 718,739 219 
1916 3,383.53 968 , 403 286 822,173 248 
Dec. 31, 1916f 3,396.08 427,163 
1917 3,407.58 608 , 835 179 837,057 251 
1918 3,395.87 589,997 174 779,545 232 
I919 3,393.47 662,031 195 157,815 225 
1920 3,398.86 395,414 116 644,936 190 
1921 3,401.46 454,114 134 542,078 160 
1922 3,412.92 263,342 77 472,980 139 
1923 3,414.39 310,676 91 417,115 123 


ee Tons So ET ci a a Ps ee ed A) a a ee Ee ee ee 
* Includes additional ties inserted in track where renewals were made, but does not include 
ties placed in new track. 
Seven months. 
Six months. 


The effect of the company’s policy did not become noticeable 
for a number of years after it was inaugurated. During the 
years 1913 to 1916 inclusive, the number of ties inserted per 
mile of track was high, principally because of the company’s 
policy of increasing the number of ties per rail. From 1920 on, 
the number of annual tie renewals per mile of track was low in 
relation to the figures for previous years, being less than roo in 
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both 1922 and 1923. The five-year moving average of tie renewals 
per mile of track declined steadily after 1917. 

By 1924, the entire main line of the Lehigh Valley Railroad 
had been laid on creosoted ties. It was also rock-ballasted, both 
for permanence and to improve the drainage. By that year, 70% 
of the ties in all the tracks of the railroad had been creosoted. 
Fifty-six per cent of the main double-track line between New York 
City and Buffalo had been laid with 136-pound rail,’ the heaviest 
rail then in use anywhere, which the road adopted in 1916 for its 
heavy-traffic tracks. The balance of the main line track was of 
roo-pound and 110-pound rail, but all new rail laid on that line 
after 1916 was of the 136-pound weight. The too-pound and 
tro-pound rail released from the main line was used for renewals 
on branch lines. 

The maintenance engineers of the Lehigh Valley Railroad 
believed that the load on the individual tie was relieved by the 
use of heavy rail, which distributed the load over more ties, and by 
the use of a larger number of ties in the roadbed to receive the load. 


ComMENTARY: As this case reads, the inference is that the Lehigh 
Valley Railroad in 1910 introduced something new in cross-tie preserva- 
tive treatment. Such, however, was not the case. Other railroads, 
notably in the Southwest, had been treating ties several years before 
tgto but the practice was not then general on the railroads in eastern 
territory where climatic conditions were more favorable for ties. The 
reports of the Committee on Ties, American Railway Engineering 
Association, had been recording the extent of the practice, describing 
the several methods, and tabulating statistics which threw light on 
the comparative lives of treated and untreated ties. 

The case is of value in the complete statistics showing track miles 
and tie renewals over a period of 27 years. The figures support the 
assertion that the effect of the new policy did not become noticeable 
until several years after it was inaugurated. The average life of the 
untreated tie under conditions of 1910 is not given, but if the former 
policy was to use 18 ties under each 33-foot rail, there were 2,880 ties 
per mile of track, and if the average yearly renewals from 1910 to 1914 
were 196, the average life was 14.7 years, a rather high average. It is 
probable that the average on the heavy-traffic lines was substantially 
less. Using the same method for the five years ended with 10923, 
the yearly renewals of 123 ties per track mile, with 20 ties per rail 
(3,200 per mile), indicated an average life of 26 years. 





* Weight of rail was denoted by the weight in pounds per yard. 
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The economic effect may be indicated in part by computing the 
cost per tie year using present costs. If an untreated tie now costs $1, 
if the preservative treatment now costs 50 cents, and if the labor cost 
of inserting a new tie is now So cents, the total cost of an untreated 
tie in place is $1.50 and of a treated tie $2, and the yearly cost of 14.7 
years’ service of the untreated tie is 10.2 cents, while that of 26 years’ 
service of the treated tie is 7.6 cents. This computation, however, 
neglects the element of interest on the investment and the favorable 
effects of heavier rail, tie plates, and closer spacing of ties. It is 
difficult, if not impossible, because of changes in other factors, to measure 
with accuracy the economic savings attributable solely to tie treatment, 
yet there is sufficient evidence in the case to prove that the policy, 
now generally adopted, is economically sound. 


February, 1929 Wit feGs 


WANDELL Company! 


MANUFACTURER 


TraFFic Controt—Establishment of Traffic Department. A company operat- 
ing eight plants at which it manufactured a variety of products imported 
some of its raw materials and distributed its products throughout the 
United States. In order to eliminate freight overcharges, to secure 
satisfactory settlement of claims, and to avail itself of the most econom- 
ical routing of its raw materials and its products, the company decided 
to establish a traffic department. 

TRAFFIC ORGANIZATION—Position of Traffic Department in Organization. A 
manufacturing company which had decided to establish a traffic depart- 
ment made a study of the various functions the new department was to 
perform and of its relation to other departments. As a result of this 
study, it was decided to make the traffic department immediately sub- 
ordinate to the company’s chief executive rather than to the head of any 
existing department. 

(1916) 

Chief among the products made by the Wandell Company were 
gelatin, abrasive paper, glue, emery wheels, and soap. The 
company distributed its products throughout the United States, 
for the most part direct to consumers; it paid the freight charges 
on shipments to customers. The company operated eight plants: 
five in Massachusetts, two in Indiana, and one in California; the 
central office of the company was in Boston. In general, the 
production of the Massachusetts plants was distributed through- 
out the East and South, that of the Indiana plants as far west as 
the Rocky Mountains, and that of the California plant from the 
Pacific Coast inland to the Rocky Mountains. 

In 1916, 10 years after it was organized, the company decided 
to establish a traffic department. The project was in the nature of 
an experiment. Whether the department was retained perma- 
nently was to depend primarily upon the amount of money which 
it saved for the company through the collection of refunds of 
overcharges on freight bills. In addition, the traffic department 
was expected to be of assistance to the other departments of the 


1 Fictitious name. 
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company. A careful study of the proposed organization of the 
department and of its relation to the other departments was 
made before it was installed. 

Whole hides which for any reason were not suitable for 
leather, and the trimmings from hides which were used for leather, 
constituted the most important raw materials used by the Wandell 
Company. Both domestic and imported hides and bones were 
used. The company’s plants were located primarily with refer- 
ence to accessibility to the supply of hides, either in tanning centers 
or within short distances of the ports of importation, and second- 
darily with reference to proximity to markets. Three of the 
Massachusetts plants and both of the Indiana plants were located 
close to tanning centers. The other two Massachusetts plants 
used almost exclusively imported hides which were trucked from 
Boston. The California plant, although located at some distance 
from the port at which hides from Asia were received, was in 
the center of an excellent market for gelatin. All plants were on 
or near one or more railroad lines. Raw materials which arrived 
by rail came in carload lots. 

Except for interplant shipments, nearly all the outgoing 
traffic of the Wandell Company was in less than carload lots. The 
proper routing and dispatch of outgoing freight were of more 
importance to the company than were the rates and routing of 
incoming freight. The number of outgoing shipments was 
larger than it would have been had shipments been made in 
carload lots, and the chances for mistakes in applying rates and 
in routing shipments were correspondingly greater. Quick 
delivery was necessary on many orders for the company’s products. 

The traffic department was to be concerned principally with 
rates and routes for outgoing traffic. The company intended to 
have the department file all freight claims and take whatever 
action was necessary on them, but it was not to be given credit for 
the amount collected in loss and damage freight claims. The 
company believed that it would receive that money whether it 
had a traffic department or not. The employees in the traffic 
department were to be available for consultation by members of 
the production department with reference to incoming materials 
and supplies, by members of the sales department with reference 
to rates and routes to new territory or alternate routes with better 
rates or service to existing markets, by the purchasing agent with 
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reference to transportation from existing or potential sources 
of raw materials and supplies, and by the management with refer- 
ence to location studies for new plants. 

Because the traffic department was to be related to various 
other departments and to no one more than to another, the com- 
pany decided to employ a traffic manager and to make him directly 
responsible to the chief executive, rather than to place the depart- 
ment under the control of the head of an existing department. 
The traffic manager was to have his office in Boston, and his 
assistants there were to take care of all traffic matters relating 
to the Massachusetts plants. In addition, there was to be a 
subordinate in each of the three western plants to attend to 
routine traffic matters. 

The traffic department of the Wandell Company was a success. 
In 1924, the freight overcharges refunded to the company through 
the efforts of that department exceeded $30,000. The company 
had established an additional plant in the West since 1916, so 
that the traffic manager had four traffic clerks at western plants 
and three assistants at Boston, a total of seven men in the depart- 
ment. The members of the department were consulted freely 
upon all matters pertaining to rail or water transportation. The 
department operated practically without interference from the 
chief executive. 


ComMENTARY: This case affords a good background for dis- 
cussing the problem of fitting the traffic manager into the industrial 
organization. Whether he should be independent of other departments 
and report to the chief executive or whether he should be subordinate 
to the sales manager, production manager, purchasing agent, or treas- 
urer depends upon many factors, and every case has its peculiarities, 
notably in official personnel. In this case the decision was to place 
the new traffic manager directly under the chief executive. According 
to the facts as given, the traffic manager might equally well have been 
placed under the sales manager, inasmuch as the transportation 
rates and service on finished products were highly important from 
the viewpoint of sales. There was little reason for subordinating traffic 
to production or purchasing, as the plants were so located as to be near 
the sources of raw materials. The vital transportation problems were 
in distribution of product. 

Attention should be called to the overemphasis upon savings 
from collection of overcharges on freight bills. It is stated that the 
permanence of the traffic department would depend primarily upon 
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the amount of money thus saved. While the estimated saving of 
$30,000 per year was substantial and presumably sufficient to pay the 
extra expense of the department, it would seem that the value of the 
services of the traffic experts in improving transportation service by 
rail, water, and highway was of major importance and sufficient in 
itself to justify the creation of a traffic department, regardless of 
whether the overcharge collections were or were not sufficient to finance 
the addition to the organization. The checking of freight bills may be 
done by an outside agency on a percentage basis without the creation 
of a new department, but the benefits of continuing expert traffic 
counsel on the many and constant problems of rates and service may 
best, in a concern of this size and character, be had within the organi- 
zation. The facts as given here make a prima facie case for the employ- 
ment of a traffic manager without considering the savings inherent in 
the more careful checking of freight bills. Too much emphasis upon 
these and other alleged savings by changes in rates, routes, packing 
methods, and the like, often leads to misdirected energy toward 
making a “paper” showing of profits, when the major benefits are in 
improvements, more or less intangible, but of real value in reducing 
production costs or increasing sales, 


January, 1929 W. J.C. 


HeEYBouRN SHOE Company? 


MANUFACTURER—SHOES 


Purcnasinc—Purchasing Material in Advance of Needs to Assure High 
Quality. Following the depression of 1920, the purchasing agent of a 
shoe manufacturing company adopted a policy of purchasing on a routine 
basis. In August, 1922, the purchasing agent learned that the 1920 crop 
of flax, from which the linen thread then being used by the company 
was made, would last only three months more. After that time the 
1921 crop, which was reported to be inferior to the 1920 crop, would be 
used. Because he believed the quality of the thread to be a paramount 
consideration, the purchasing agent decided to place orders for a year’s 
supply of linen thread, to be delivered monthly, in spite of the risk of 
declining prices and of increased carrying charges on inventories. 

(1922) 

Following the depression that occurred in the shoe industry 
in 1920, the Heybourn Shoe Company, which manufactured 
women’s and children’s high-grade shoes, placed a competent 
man in charge of the central manufacturing storeroom and of 
the purchasing of manufacturing stores. These did not include 
office supplies, which were bought by the office manager, or 
upper leathers, the purchase of which, because of volume and 
style changes, required the entire time of a specialist. The 
new purchasing agent, on account of the unsettled conditions in 
the shoe industry, the current changes in shoe styles, and the 
resultant policy of retrenchment emphasized by the manage- 
ment of the Heybourn Shoe Company, adopted a policy of pur- 
chasing on a routine basis. In August, 1922, he had to decide 
whether to continue purchasing linen thread on a routine basis 
or to contract for a future supply. 

The storeroom and purchasing were separated completely 
from the control of the manufacturing departments. The latter 
placed requisitions with the storeroom for materials and were 
charged therefor on the stores department records. Beginning 
in January, 1922, the purchasing agent had kept logarithmic 
charts covering internal information of interest to him in pur- 
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chasing, including figures for factory production, sales, orders from 
salesmen, and material on order. He also received sales and 
production estimates made by the management. In the store- 
room, he had installed binboards with tickler pegs. On the 
basis of records of material turnover, and through his knowledge 
of the delivery periods for orders, the purchasing agent had 
worked out a graduated system for ordering; when withdrawals 
brought the quantity in stock to a minimum point determined 
by the above information, the tickler peg was set as a warning to 
buy the necessary quantity. This system, however, was not 
inflexible. The purchasing agent used his judgment as to pur- 
chases, even if the quantity on hand was below the specified 
limit, since by waiting he frequently obtained a lower price. 

In June, 1922, production of the Heybourn Shoe Company 
was approximately 3,500 pairs of shoes daily, of which 50% were 
welt-soled shoes. The linen thread used in the manufacture of a 
pair of shoes was less than 1% of the total cost. The thread 
required to sew uppers to welts was an eight-cord linen thread. 
It measured approximately 800 yards to the pound, and an average 
of three yards was required for one pair of shoes. 

Linen thread was manufactured from flax raised in Ireland, 
Belgium, and Russia. In 1922, the Russian crop was used 
little in American production and most of the flax imported 
for this eight-cord thread came from Belgium. In Belgium, 
after flax was harvested in the fall it underwent processes con- 
suming approximately eight months before it was exported. This 
Belgian method of preparation gave a fineness of quality such 
that American thread manufacturers contracted for more than 
a year ahead of requirements in order to assure continuity of 
supply. In July, 1922, the purchasing agent of the Heybourn 
Shoe Company learned from trade reports that the 1920 Belgian 
crop being used in current thread manufacture was practically 
exhausted and that the 1921 crop, then being marketed, had 
been less satisfactory and might make a weak thread. The 
thread made from the 1920 flax crop, however, was of exceptional 
quality. 

The purchasing agent had made exhaustive tests of linen 
thread for tensile strength, for frictional wear, and for yardage 
per pound, and he realized that quality was a preeminent factor. 
A break in thread on the shoe machinery in the course of pro- 
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duction involved the ripping of uppers from welts with the possible 
destruction of welts as well as uppers, in addition to the extra 
time required for ripping and resewing. Poor wearing qualities 
discovered after the shoe was sold reflected on the reputation of 
the Heybourn Shoe Company. All shoes made by the company 
were sold under brands, and the quality of brands was maintained 
rigidly, in order that the purchaser of any brand might know 
exactly what to expect on a second purchase. 

Production from the 1920 crop of flax, which was furnishing 
a desirable thread, might continue for another three months. 
After that time, the 1921 crop was to be used. Linen thread 
was generally considered a stock material. On a routine basis, 
each purchase of the Heybourn Shoe Company was one case of 
168 pounds; below this unit, no quantity discounts were allowed 
by thread manufacturers. During the war period, the price of 
linen thread had increased; in June, 1922, it had been $2.85 per 
pound. In August, 1922, the price had dropped to $2.70 per 
pound, and at that time the purchasing agent of the Heybourn 
Shoe Company contemplated, instead of purchase in case lots, 
a contract at a guaranteed price for a year’s supply, which would 
be made up and held by the thread manufacturer for delivery 
monthly over the ensuing year. By the purchase of a year’s 
supply or by a contract for that quantity, the Heybourn Shoe 
Company could secure a dating of January 5, 1923, on bills cover- 
ing deliveries during the remaining five months in 1922, although 
no additional discount for quantity could be secured. 

During each six months’ period of 1921 and during the first 
half of 1922, the company had used 1,000 pounds of eight-cord 
linen thread. Estimates by the company’s sales department 
indicated a normal production for 1923. Since the spring of 
1920, however, production in the shoe industry in general and 
particularly in the manufacture of women’s shoes had been highly 
uncertain because of increasing change in styles. Purchase 
in advance of needs or a contract for future delivery was contrary 
to the general policy of the company and might leave on its hands 
either material or a contract for material which could not be used. 
In that event, a portion of the company’s capital would be tied up 
in inventory that could not be liquidated. 

Although linen thread represented but a small percentage of 
cost of the product, so that a marked change in price was not 
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likely to be reflected noticeably in the cost or in the selling price 
of the shoes, the total sum, approximately $5,400, for a year’s 
supply of 2,000 pounds was substantial. Capital so invested 
meant a loss of profits which could have been made by an equiv- 
alent investment in manufacturing. There was no question of 
deterioration of material on hand, however, for in warehouses 
properly humidified linen thread could be stored indefinitely 
without loss of quality. 

Continuation of routine purchasing would release capital 
for active use, would allow the company to take advantage of 
possible fluctuations downward in price, and would reduce the 
risk of loss on possible changes in production and in style. In 
addition, a low inventory of linen thread would reduce such 
charges as government taxes on inventories, which would be 
incurred if the thread was not used as planned and remained in 
stock beyond the inventory period ending January 1, 1924. 
Moreover, it was not certain that the quality of thread from the 
1921 flax crop would be as unsatisfactory as was estimated. 

The purchasing agent of the Heybourn Shoe Company, 
because he believed the quality of thread was a paramount 
consideration in its purchase, decided in this instance to depart 
from his established policy of routine purchasing. He placed 
an order for 12 cases, of 168 pounds each, of eight-cord linen 
thread, at $2.70 a pound, to be made up from the 1920 flax crop. 
One case was to be delivered each month, and the purchasing 
agent obtained a dating of January 5, 1923, on the invoices cover- 
ing the first five months’ deliveries. 

Prior to the winter of 1922-1923, 50% of the shoes sold by 
the Heybourn Shoe Company had had welt soles. Welts were 
stitched to uppers and the soles then were sewed to the welts 
by outside stitching. During that winter, a demand for shoes 
with turned soles became apparent. Turned soles were stitched 
with the uppers inside out and then the uppers were pulled 
over to their final shape; a lighter thread was used than for welt 
sewing. In November, 1923, only about 30% of the company’s 
production was of welt shoes. Consequently, the purchasing 
agent had in stock, at the end of the year covered by his contract, 
1,000 pounds of linen thread. The market price at that time was 
$2.60 per pound, after a gradual decrease. 
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ComMENTARY: While the losses incurred by reason of a decrease 
in price of linen thread and the carrrying charges on all inventory in 
excess of needs point toward an error in purchasing policy in this case, 
it is believed that the decision of the purchasing agent to buy in advance 
of needs was sound. Therisk of poor quality thread warranted forward 
buying with its attendant price risk, because quality of thread was a 
paramount consideration in the manufacture of shoes. The change toa 
different weight of thread was the reason for the unused inventory. 
The responsibility for the loss in carrying charges might well be placed 
with the general management, if anywhere, for failure to advise the 
purchasing agent with respect to possible changes in the type of shoes 
manufactured. 

The case illustrates the use of forward buying as a means of protect- 
ing quality of material, and the effect of unsettled business conditions 
upon purchasing policy. An interesting fact is that while linen thread 
is relatively unimportant as an item of material cost, yet from the 
standpoint of administrative consideration it is fully as important 
as a primary material. 


July, 1929 Divi 


HARPHAN MANUFACTURING COMPANY! 


MANUFACTURER—CALCULATING MACHINES 


Quatity Contror—Inspection by Workmen Replaced by Regular Inspectors. 
When it was first established, a company manufacturing calculating 
machines had allowed its workmen to inspect their own work. With 
increased production, as a result of increasing demand for the product 
during the World War and of the installation of a bonus system, the 
existing method of inspection ceased to be effective. Although the 
expense of maintaining inspectors was expected to be greater than 
the loss from defective parts, the company decided to employ regular 
inspectors to examine all work, with the exception of those parts in which 
imperfections readily could be detected by the workmen. 


For five years after its establishment, the Harphan Manu- 
facturing Company, which manufactured calculating machines, 
had allowed its workmen to do their own inspecting. This method 
had been applicable during the developmental period because the 
operators were experienced men who desired to manufacture a 
satisfactory product in return for the considerate treatment they 
received. They were paid the current day rates for the class of 
labor performed. The product was assembled from over 2,000 
parts. While the details of the machine were being perfected, 
the company had made no effort to speed up production, and the 
amount of defective parts produced was almost negligible. 

During the World War, when the company was growing and 
the war boom was increasing demand for the calculating machine, 
the inspection system of the company ceased to be effective. 
Additional machinists had been employed in order to increase 
production and to replace the men drafted for war service. The 
newly acquired force was inferior in skill and morale to the original 
group of workmen. After a careful time study, a bonus system 
of payment was established. Under this system, the employees 
were inclined to disregard production standards and to pass 
faulty parts. 

If the company’s machine became known as unreliable because 
of faulty parts, a consequent slump in sales was inevitable. The 
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company also believed that the time spent by the workmen in 
inspection could be used more advantageously in increasing 
production. It was proposed, therefore, that the company install 
a group of inspectors to examine the output of each operative. 

It was likely, however, that the expense for inspectors under 
the new plan would be greater than the current loss from defective 
parts. Disputes were probable between the new, less conscien- 
tious employees and careful inspectors who insisted on main- 
taining standards. Some inspectors, moreover, might be willing 
to pass faulty output in return for a share of the worker’s bonus. 
Although final inspection of an assembled machine was sufficient 
to reveal practically all defective parts, it was possible that parts 
with flaws in them might operate during the tests but break down 
under the stress of continued use. 

The principal machines used in the shop were lathes, gear 
cutters, drills, pressers, and punches. The lathes and gear 
cutters had to be tended constantly. Close inspection which 
involved calipering or testing with limit gauges was necessary on 
the parts produced by these machines. 

Since the pieces were drilled by the use of templates, there 
was no question as to the correct location of the holes; but on the 
calculating machine cases there was a countersinking operation, 
performed after drilling, that might be omitted by a careless work- 
man. If this process was not performed, there was a tendency 
for the machines to shake to pieces after a few months’ service. A 
thorough inspection, therefore, was necessary after this operation. 

The punches, pressers, and several of the automatic machines, 
which were set by means of standard gauges, generally produced 
uniform parts. The output of these machines dropped into trays, 
which were emptied into the finished parts storeroom bins. 
Detailed inspection of these parts was not necessary, as a glance 
showed whether a part was perfect orbroken. It wasonly necessary 
for a workman to pick any broken parts out of his tray before 
sending it to the storeroom. 

The company decided it was unnecessary to employ regular 
inspectors for the detection of such broken parts. With this 
exception, it decided that, in order to maintain the quality reputa- 
tion of the product, inspectors should be employed to examine 
all work. After this system of inspection was installed, there 
were practically no complaints about defective parts in the cal- 
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culating machines. Although manufacturing costs were raised 
by the inspectors’ salaries, the company was convinced that the 
additional expense was justified by its customers’ increased satis- 
faction with the machines. 


CoMMENTARY: Significant aspects of this case are: 


1. Abnormal operating conditions, resulting from increased product 
demand with concurrent reductions of skilled labor force 
by the draft upon employees for war purposes. 


2. The importance of operating reliability as a factor affecting 
the marketing of the product. 


3. The recent installation of a bonus system of wage payment. 


While the case as stated implies that inspection was a function 
only of the workmen, it is to be assumed that the influence of the fore- 
men was likewise directed to the maintenance of quality and doubtless 
was found to be insufficient to prevent the increase in defective: work. 

A remedial measure might take the form of final inspection con- 
ducted by inspectors reporting to a chief inspector, who in turn would 
be subordinate either to the general manager, to the chief engineer, 
or to a works committee, while process inspection remained in the 
hands of the foremen. This plan is feasible only when the product 
is such as to reveal process defects at the time of final inspection. 

An alternate method places process inspection as well as final 
inspection in the hands of functionalized inspectors. In view of the 
limitations upon a comprehensive final inspection, the importance of 
operating reliability, the abnormal manufacturing conditions, and the 
presence of the new bonus system, the latter course is recommended 
in this case. 

The expense of such an installation would tend to be balanced 
not only by the reduction in defective parts but through the assurance 
of continued sales. The determination of clearly defined, reasonable, 
and measurable quality standards by the department would minimize 
the possibility of disputes between operator and inspector. Final 
inspection, or a limited amount of over-inspection, would tend to 
prevent collusion between employees. 


May, 1928 E. H. 8. 


BuCKNALL Company! 


MANUFACTURER 


Quatity ContRrot—Inspection of Materials. A manufacturing company, 
which used materials with a wide range in grades and which owned an 
extensively equipped laboratory for testing the quality and properties 
of the materials, followed a varying policy in regard to the testing of its 
four most important materials. On large steel shaft stock the company 
accepted the manufacturers’ certificates of tests; compound materials 
were sampled by the company’s testers upon arrival of shipments; 
samples of wire were sent to the company and tested before shipment was 
permitted; and a special grade of paper used was tested by the men who 
handled it continually in the shops. 


The wide range in grades of materials used by the Bucknall 
Company in its products, and the necessity, in many cases, of 
knowing the constitution and properties of the materials, required 
decisions not only on the type of tests to be applied but also on the 
extent to which they should be made currently. The most 
important materials were large steel shaft stock, a special grade 
of paper, wire, and material for compounds. 

The company owned an extensively equipped testing labora- 
tory and employed a highly trained staff of engineers to control 
the tests required by the technical nature of its products. In view 
of the large volume of manufacture, the work of the testing staff 
was limited toessential tests and investigations. Itwasuneconom- 
ical to go into too fine detail, or to fail to perform tests as early 
as possible in the manufacturing cycle. The sooner a test was 
made after materials had arrived, the less chance there was for 
unnecessary transportation and useless work on defective mate- 
rials. There was, therefore, a question of whether or not the 
Bucknall Company should accept the tests and inspections of the 
manufacturers furnishing the materials. 

In placing an order for material on the basis of samples sub- 
mitted, the Bucknall Company, after determining that the firm 
from which it was buying the material could maintain production 
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within the desired specifications, had the further question of how 
often tests should be made to check the performance. The cer- 
tificate of the vendor might be accepted for each shipment or 
portion thereof; or the testing staff might either test every ship- 
ment or portion thereof; take periodic samples of shipments, or 
rely on visual and manual inspection in its receiving department 
and shops. c 

Of the four materials cited, steel shaft stock required the 
highest degree of technical knowledge to produce and test. 
Because of their advances in metallurgy during recent years, the 
makers were able to make the required tests. In some cases, 
it was desirable to know not only the chemistry of the steel but 
also the structural or mechanical variations. These factors were 
dependent upon the original ‘‘melt” and upon subsequent “heat 
charges.” A shipment of stock to the Bucknall Company might 
contain steel of several different melts and heat charges. 

The specifications for compound material allowed reasonable 
limits in composition. In each shipment, which was uniform 
throughout, it was necessary not only to know that the material 
was within the limits but also to know its exact specifications 
within these limits, so that the quantity of other materials to be 
mixed with it could be proportioned correctly. 

For one type of wire purchased by the Bucknall Company 
the specifications required an exceptionally high elastic limit. 
The manufacturer shipped the wire in coils, and had insufficient 
means for testing it properly for elasticity. Furthermore, the 
testers of the Bucknall Company had no assurance that all the 
wire in a shipment had been drawn in the same lot, or that it was 
uniform throughout. ; 

The special grade of paper used by the Bucknall Company 
required a specified degree of toughness. Anyone handling the 
paper continually could easily determine whether it had the 
required degree of toughness by bending and tearing it. A more 
scientific method was to place samples in a machine and determine 
the force necessary to tear or cut them. The paper had been 
bought for years from an old, established manufacturer with 
whom orders had been placed less by exact specification than in 
the spirit of “‘another shipment like the last one.” As long as 
the manufacturer maintained the grade of the paper the officials 
of the Bucknall Company were satisfied. 
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The Bucknall Company accepted the manufacturers’ certifi- 
cates of tests on large shaft stock. A certificate was required 
for steel from each “melt” and “heat charge” in a shipment. 
Thus, if a shipment was composed of three lots of steel or “melts,” 
there would be three certificates to cover them. Similarly, if 
each melt had been split into different ‘““heat charges,” a certifi- 
cate of tests on each of the latter was required. 

Compound materials were sampled by the testers of the Buck- 
nall Company upon arrival of shipments. The wire was tested 
by having two samples per roll sent to the Bucknall Company 
and approved before shipment was permitted. Testing of the 
paper was left to the men handling it continually in the shops. 


CoMMENTARY: ‘The case serves to indicate that proper procedures 
for the inspection of incoming materials are not subject to arbitrary 
determination. The decision of the company, despite the presence of 
an extensively equipped testing laboratory, to apply varying emphases 
upon the examination of raw materials, is evidence of a discerning 
management. 

The requirement that certificates of test should accompany steel 
shipments assured the company that the quality of material would 
be evaluated by the vendor, while the relatively large part which 
transportation costs play in losses resulting from returned goods would 
tend to accentuate the vendor’s interest in the maintenance of quality 
standards. 

Tests of incoming compounds were made to determine quality 
for proportioning purposes, and therefore assumed an unusual impor- 
tance. Inasmuch as the vendor was not being held by the trade to 
precise quality limits, it is possible that he would not be equipped 
to undertake such measurements as were required. 

Tests necessary to determine limit of elasticity involve the destruc- 
tion of the material, requiring the use of the sampling method. Inspec- 
tion by the purchaser was desirable, inasmuch as the product had 
unusual quality requirements placing it outside the class of products 
which satisfy common trade standards and whose production within 
the necessary limits is a matter of routine operation. 

The relative unimportance of slight changes in quality in paper, 
together with the high degree of sensitiveness developed by employees 
accustomed to the evaluation of this product by handling, made 
dependence upon their scrutiny justifiable. 


May, 1928 E. H.S. 


ADDINGTON Company! 


MANUFACTURER—ELECTRICAL APPARATUS 


PLANT EQuipMeNT—Standardization of Machines and Machine Tools Subject to 
Constant Improvement. In filling special orders, which, with development 
work, constituted a large percentage of the production at its main plant, 
a manufacturer of electrical apparatus had been accustomed to buy, from 
time to time, the best machine available for performing the necessary 
operations, The large diversity of machines thus accumulated resulted 
in inconvenience because the small tools were non-transferable. The 
question arose whether it would be advisable to standardize the equip- 
ment of the plant, in spite of the fact that constant improvements were 
being made in the machines and machine tools on the market. 


(1923) 

Many of the machine shops at the main plant of the Addington 
Company, a manufacturer of electric motors and other types 
of electrical apparatus, were equipped with two or more models 
of each type of machine tool. These included such machines as 
lathes, planers, and milling machines. There was also a large 
assortment of small tools which were not interchangeable, because 
those for one make of machine often would not fit another model 
and the use of adapters had been found to be mechanically unde- 
sirable. The resulting heavy investment in equipment led the 
company in 1923 to consider standardizing its machine tools and 
small tools. 

The situation was the outcome of buying from time to time 
the best machine on the market for performing the necessary 
operations as rapidly as possible and at a reasonably low cost of 
operation, The primary reason for such diversity of buying was 
the high percentage of special orders filled and the large amount of 
development work done at the main plant. Among the secondary 
reasons was the fact that by purchasing from several manufac- 
turers, rather than from a single manufacturer, the company 
received the benefit of the lower prices resulting from competition 
among the various makers of machine tools and small tools. 
Another reason was the possibility of receiving reciprocal orders 
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from machine manufacturers who, if the Addington Company 
purchased machines from them, would be likely to use Addington 
Company motors in equipping the machines they sold to other 
firms. 

Although each make of machine at the company’s main plant 
had special characteristics in which it was superior to the rest, 
inconvenience resulted because the tools were nontransferable. 
The investment in milling machine tools was particularly heavy 
because of their relatively high cost. 

In general, final scheduling to individual machines in the 
company’s plants was not centralized at one point, but was done 
in the shops. 

The question of standardization brought up the possibility 
of the company’s securing better maintenance and overhauling 
agreements with manufacturers if the machines were purchased 
in large quantities. The company could obtain a larger allowance 
value on the old machines if it adopted a policy of standardization 
than if it continued its present buying practice, since the manu- 
facturers would wish to place as many new models as possible 
in active operation by the Addington Company at once. There 
would be a reduction in the assortment of spare parts as well as 
in the stock of tools. Any instructions on operation of the 
machines would be simplified through being applicable to all.- 
Moreover, a good base would be secured for time studies. 

There was, however, a steady improvement in the machine tools 
and small tools on the market. In addition, constant advance- 
ment was being made in the various lines of electrical apparatus 
which the Addington Company manufactured. A large part 
of the development work in any line was done at the main plant; 
when standardization of the line was approached, it would often 
be transferred to a subordinate plant. In some lines, such as 
induction motors, which were considered as approaching standard- 
ization, the proportion of special orders was as high as 47%. 
Such a percentage of special work required a large force of design- 
ing engineers working in keen competition with other electrical 
companies. Orders were often secured mainly on the basis of 
superior design, workmanship, and the company’s reputation for 
standing back of its products. The shops were therefore to a 
large degree in a position of meeting the desires of others rather 
than their own. 
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CoMMENTARY: Standardization of machine tools for building 
electrical machinery is a matter of degree, and a matter of the date of 
the problem. Even a stabilized product of such type of manufacture 
cannot be made advantageously except by use of a diversity of machine 
tools, and this diversity is a function of the rate of progress in design 
of product and of tools, which is different at different times. 

This basic situation uncomplicated by other factors develops the 
familiar fact that considerations of operating and set-up time and cost 
tend toward excessive diversity and over-equipment, while the invest- 
ment-cost group of factors, personnel requirements, such as interchange 
of operators and group operation, and considerations of central 
scheduling by production men only mildly technical, all establish the 
opposite tendency. Three added factors increasing the tendency 
to diversity enter this case. In the first place, both the art of building 
electrical machinery and the machine-tool art are improving; con- 
sequently, with lapse of time there is a real change in manufacturing 
requirements, and a real opportunity to get tools more exactly adapted 
to these changed requirements and also better in general respects, that 
is, capable of faster work, closer work, or better ratio of working to 
set-up time on changing work, as may be needed. Secondly, electrical 
equipment includes a wide range of kinds and sizes, further compli- 
cated by frequent special features demanded as a condition of purchase. 
Finally, machine-tool makers are among the large and desirable cus- 
tomers of motor manufacturers, and since the motors of different 
makers differ but little, it is to be expected that patronage motives 
will determine many such motor sales. 

As to patronage motives in the buying of producers’ goods, it is 
true here, as always, that the purchase of tools not quite best adapted 
to their purpose, merely to get exchange sales, commonly costs more 
than the gain received, because the sources of loss are multiplied by a 
much larger number of recurrences than are the sources of profit. 
This question should be decided alone and on a basis of the computed 
profits and losses. 

The decision on the other factors will always be a compromise. 
Old tools cannot be sold every time better ones are developed, and 
technical superiority in the new offering is not conclusive proof that 
it should be purchased, while on the other hand equipment must not 
be allowed to fall seriously behind new developments. 

Where production is scheduled from a central point by men whose 
training does not lead them to give much weight to exact adaptation 
of equipment to individual jobs, but rather to be guided by 
machine burden, idle machine costs, and delayed items, the 
chance of making good use of small tool differences is lessened. 
The reverse is true where the final scheduling to individual machines 
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is done in the shop. In this particular company the latter practice 
mainly prevailed, so that whatever advantages accrue to diverse 
equipment were maximized. 

From the data submitted, it would seem that in future doubts 
should be resolved in favor of standardization, and that old nonstandard 
equipment should be disposed of somewhat faster than would be the 
case if there were not so much of it. Probably no drastic retroactive 
reversal of policy would be justified. 


July, 1928 yGl es 


WADSWORTH FURNITURE COMPANY! 


MANUFACTURER—FURNITURE 


Piant EquipMENT—Machine Shop Established for Manufacture of Special Tools 
and Machines. A furniture manufacturer, after acquiring the plant of a 
small firm manufacturing hand-made furniture of high quality, decided to 
install machinery as far as possible throughout the plant. As the 
company would continue to manufacture to order furniture of any kind 
desired, it would be necessary to design and develop special machinery 
for many operations. Although the cost of having these machines 
constructed by a machinery manufacturer would be less than the expense 
of installing a machine shop for this work in the mill, the company 
decided to establish its own shop for this work. It believed that the 
higher cost would be offset by the company’s ability to have the desired 
tools and machines when needed, without the inconvenience of the delays 
incident to their manufacture by an outside shop. 


(1914) 


In 1914, the Wadsworth Furniture Company acquired the 
small plant of L. H. Manning & Sons, a firm which had built up 
a reputation as manufacturers of hand-made furniture of high 
quality. The new management, although it recognized that the 
hand-made feature of the furniture constituted an important 
selling point with a limited class of customers, did not consider 
that an article of furniture lost any of its quality in being made 
partly by machinery. Since, moreover, the management was 
certain that it could widen the market for the furniture by making 
a high-quality but less expensive product, it decided to install 
machinery as far as possible throughout the mill. For some of 
the simpler operations, such as ripping and planing, standard 
types of machines were made by machinery manufacturers, 
but for other operations it was necessary to design and develop 
special machinery. The question was raised, therefore, as to 
whether it was more satisfactory to have the special machines 
constructed by a machinery manufacturer or to install for this work 
a small machine shop in the mill. 
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Under the new management the plant continued to manufac- 
ture to order, for individual customers and for a few retailers, 
furniture of any kind or style desired. Each order, for which 
specifications and drawings were made up in the drafting depart- 
ment, went through the different manufacturing operations sepa- 
rately. Many orders were for single pieces which never would be 
duplicated, and they often required the development of special 
tools or of a new machine to perform some of the operations. 

The 95 employees of the company were skilled cabinet makers, 
each of whom was expert in his own line. About 90% of them 
had been with the company over five years. The men were 
unionized and were paid union wages. 

In addition to the initial investment which would be required 
for the machine shop equipment, it was expected that the costs 
of constructing machines in the proposed shop would be higher 
than the costs of construction by machine manufacturers. It 
would be impossible, moreover, for the company to install the 
complete equipment used in large machine shops; in order to 
reduce the initial expense and to insure a minimum of idleness, 
the company could consider only a few machines, as, for example, 
a lathe, a milling machine, a drill, and a grinder, which were 
adaptable to several different uses. The frequent changes in 
setting and the readjustments which would be necessary on these 
machines to adapt them to several different operations also would 
tend to increase the costs over those of a shop with full equipment. 

There were decided advantages to the company, on the other 
hand, in running its own machine shop. Special tools could be 
made or repaired whenever needed. When, moreover, it was found 
desirable to have a certain operation performed by machine, a suit- 
able machine could be developed at once in the shop. The serious 
difficulty in having a machine built by an outside concern was that 
in most cases it was impossible to give specifications as to exactly 
what was wanted; a machine had to be developed and improved 
until it finally became able to perform satisfactorily the desired 
operations. 

The management decided to establish the small machine 
shop which had been proposed. In making this decision, it con- 
sidered that the initial expenses, the higher costs, and the neces- 
sarily limited equipment would be offset by the fact that the 
company could have the desired tools and machines when they 
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were wanted, and could avoid the inconvenience of delays incident 
to their manufacture by an outsider. It was also an important 
factor in the decision that the development of new machines could 
be accomplished more easily in the mill’s own machine shop and 
that in some cases, furthermore, where it might prove desirable 
to patent a new machine, it would be unwise to have the con- 
struction done by an outside manufacturer. 

The results of establishing the new machine shop were con- 
sidered to be satisfactory. In 1923, there were in use 20 different 
types of machines, about one-third of which had been developed 
or adapted in the machine shop to perform operations previously 
done by hand. Although the shop had been of great value in 
this kind of service, it was engaged for the most part in making 
and repairing special tools. All standard tools and equipment 
were purchased from and repaired by machine and tool manu- 
facturers. There had been sufficient work of a special nature, 
however, to keep three mechanics constantly occupied in the 
machine shop of the mill. 


CoMMENTARY: The question of contributory enterprises in a 
manufacturing company is narrowed in this case to that of operating a 
machine shop, principally for developing and building special machines 
to parallel a hand-made product and subordinately for keeping this 
and other equipment in repair. Alternatives would be having a 
machine manufacturer design and build these special machines and 
maintain them, or engaging a designer to prepare the designs for the 
machine manufacturer to build. 

The development of special machines is an expensive affair however 
it is undertaken. If the development were entrusted to a maker of 
woodworking machinery familiar with the requirements, it might 
be done for an amount considerably less than the cost by other pro- 
cedure, if the Wadsworth Furniture Company had no objection to 
letting the builder offer the new machines to competitors. If the 
intent were to profit by exclusive right to the machines, ordinarily it 
would be unwise to have them designed and built by a manufacturer 
whose business and habit of thought was to sell his designs to all 
customers. Arrangements could perhaps be made to have the builders’ 
designer take out patents and assign them to the Wadsworth Furniture 
Company, but a reasonable charge for this expert service might be 
expected to bring the cost above that of building otherwise, and the 
temptation to develop a machine of similar effect outside the patent 
would remain. If the last-named arrangement were made with a 
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shop accustomed to design and build a variety of special machinery 
to order and to assign the patents, there would be little danger of 
stimulating competing development, but the designers employed 
by such shops, while often versatile and competent, could not be 
expected to know much about woodworking machinery; development 
under such conditions has usually been found to include an expensive 
educational process necessarily paid for by the customer. 

If the Wadsworth Furniture Company expected to control the 
new machines, the really practicable alternatives were to set up its 
own designing and drafting room and shop, or to have the machines 
designed by a man permanently or temporarily in its employ, and to 
have them built by an outside shop not unduly interested in the sale 
of woodworking machines—or else exceptionally sensitive to unenforce- 
able moral rights. 

As to the choice between these two alternatives: If it were possible 
for the designer to make detailed drawings at once from which the 
final form could be built, the cost in a good jobbing shop would probably 
be considerably less than in a small owned shop such as that con- 
templated. Unfortunately, inventions are not made that way. Com- 
monly the cost of building a new machine centers largely around 
engineering and experimental changes, so that “90% done is half done” 
is often a gross understatement. Under such circumstances, the 
closer in distance and interest is the shop where the construction is 
done to that where the machine is used, the less will be this major 
developmental item. 

The woodworking shop of the case was relatively small, and the 
skill of the men was not along the line of machine design; both these 
facts are arguments against setting up a shop to make machinery. 
The case is not far from the line. Ifa good designer and a good man 
for experimental construction could be obtained, however, the choice 
between hazards would probably be in favor of the privately owned 
shop. The secondary function of repair and maintenance of the special 
and standard machines would be a further advantage. 


July, 1928 Je Gc 


INTERNATIONAL BLOWER CORPORATION! 


MANUFACTURER—AIR-CIRCULATING APPARATUS 


CURTAILMENT OF WorK ForcE—Proposed in Tool Maintenance Department in 
Period of Sales Decline. A company manufacturing air-circulating appa- 
ratus customarily experienced seasonal declines in its sales, during which it 
curtailed operations by reducing the number of men engaged in production. 
In 1926, when the forecast of the newly established statistical depart- 
ment indicated the usual seasonal decline in the immediate future, that 
department recommended that the work force of the machine and tool 
maintenance department be reduced in the same proportion as the pro- 
ductive departments. The management, however, because it believed 
there was sufficient work to keep the entire force of the department 
busy during the slack period, because it would be difficult to train new 
men later when production increased, and because intermittent employ- 
ment might result in higher wage rates, decided not to reduce the force 
of the maintenance department. 

(1926) 


The International Blower Corporation manufactured air- 
circulating apparatus for a wide range of applications, such as 
heating and ventilating, air conditioning, drying, conveying, and 
vacuum cleaning. It also manufactured electric motors, steam 
engines, turbines, fuel economizers, and other products, most of 
which, to a large extent, were used in connection with the air- 
circulating apparatus. The company operated an extensive 
plant, employing from goo to 1,000 men, near Bridgeport, Connecti- 
cut, a large iron foundry in an adjacent town, and several branch 
assembly and sheet metal plants in the United States and Canada. 

The company had operated for many years, and was inter- 
nationally known. It had a capital of $4,000,000 and a surplus of 
about $1,000,000. Sales to a large extent were on a contract 
basis and in many instances highly competitive, but the company’s 
reputation and engineering skill enabled it to take a leading posi- 
tion in the market with a sales volume of about $6,000,000 annu- 
ally and net profits of $300,000 or more. Contracts for heating 
and ventilating of buildings constituted the larger part of the 
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company’s business; about 40% of such contracts were for indus- 
trial buildings and the balance for public and private buildings 
of various kinds. The remainder of the company’s output was 
for the most part for industrial purposes and was applicable to 
almost every line of industry. 

As to design and engineering control, the situation of this 
company was unusual. ‘The large blowers and exhausters were 
often required for use differing somewhat from that previously 
encountered, and special design was required. Orders in the 
smaller and more nearly standard lines were usually received at 
irregular intervals and in irregular numbers, and these frequently 
involved some departures from previous practice. The company 
had made efforts to develop lines which could be manufactured 
on a more regular basis, and was beginning to have some measure 
of success. At the time considered, however, the difficulties of 
technical planning, especially for any long period in advance, 
were much greater than would often be found in a company of 
substantial size. 

Seasonal fluctuations usually occurred for two or three months 
during the winter of each year, and cyclical variations were found 
to conform fairly closely with certain well-recognized curves. 
During slack seasons the company curtailed operations by reducing 
the number of men engaged in productive labor. Reduction of 
non-productive labor was more difficult to handle and no satis- 
factory basis had ever been reached. With the establishment of a 
statistical department early in 1926, an effort was being made to 
regulate the labor fluctuations on a fair and consistent basis, 
both in the interests of efficiency and to prevent dissatisfaction 
in the shop. 

In July, 1926, the forecast of the statistical department for 
the immediate future indicated the customary seasonal decline 
with possibly a slight coincidental cyclical decline. The general 
outlook for business, however, for the six months succeeding the 
seasonal decline was favorable; there were known orders in pros- 
pect in considerable volume awaiting release and authorization 
to proceed. In working out a reduction schedule for the shop 
labor, the statistical department raised a question as to whether 
such reduction should be extended to the machine and tool 
maintenance department. The statistical department inquired 
why the personnel of the machine and tool maintenance depart- 
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ment should not be reduced in the same proportion as the 
productive departments. 

The function of the machine and tool maintenance department 
was to maintain and repair all machinery and equipment through- 
out the plant, to make and condition small tools, and to make 
such jigs, dies, and fixtures as were needed for the work in the 
shops or were considered advantageous in reducing manufacturing 
costs. It also built special type machine tools and adapted 
standard machines to special purposes. The department 
employed some 35 men, at wages averaging 65 cents per hour, 
with a monthly pay roll of about $4,600. These tool makers had 
been gradually developed from workmen in the company’s shops; 
they received no more pay than good mechanics in other parts 
of the shops and, in fact, less than skilled workers on piecework. 
Standard wages for expert tool makers elsewhere in the vicinity 
were from 85 cents to go cents per hour. 

To the proposal of the statistical department that a reduction 
in work force proportional to the reduction in the general shop 
pay roll be considered in the machine and tool maintenance depart- 
ment, the shop superintendent offered the following objections: 

He stated that at no time during the past three years had 
the department had a sufficiently large force to make up all the 
new equipment which would pay for itself in the reduction of 
production costs. Theoretically, the amount of money which 
could be spent in the department for this purpose was the sum 
sufficient to make all the tools which would prove a profitable 
investment, taking into consideration both orders immediately 
available and anticipated orders which the company was reason- 
ably sure of obtaining. Practically, however, the amount was 
limited by the capital available. The superintendent recognized 
that during a dull period the natural tendency was to reduce 
all expense proportionately; he did not believe, however, that this 
policy was necessarily good practice in the machine and tool 
maintenance department, primarily because of the difficulty 
of recruiting and training an increased force to provide for the 
busy season. He believed that the department could be efficiently 
operated with an average force that remained constant in size 
and that by careful planning sufficient work could be provided 
to keep the entire force profitably employed during the dull 
seasons. 
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The superintendent further pointed out that a condition of 
depressed business in itself tended to increase the demands on the 
department; at such times the shop frequently had development 
orders for which it was essential to make tools in order to build the 
apparatus. With regard to the general work of repairs and main- 
tenance throughout the plant, it was his opinion that the best 
time for major repairs was during the dull season, that there 
usually was sufficient excess equipment in the shops to provide 
against breakdowns, and that the work of the department was 
sufficiently flexible to care for busy seasons. Although he realized 
that full operation of the department during dull periods might 
tend to increase shop overhead and to create dissatisfaction in 
other departments, it was his best judgment that the department 
should be operated on practically a uniform basis. 

The statistical department, in making its suggestion as to 
a reduction, recognized that intermittent employment was both 
socially and economically undesirable, that it tended to increase 
labor turnover, and in the long run, to raise the wage rates per 
hour in a given trade. It appreciated the fact that the men in 
the machine and tool maintenance department were on the whole 
the best type of workmen in the shop, and that if not given steady 
work, they would tend to gravitate to other shops, necessitating 
their replacement later with new men requiring considerable 
training or demanding higher wages. It was also aware that 
conditioning of tools could often be deferred somewhat and that 
there was a certain amount of flexibility in meeting the require- 
ments for new tools. 

As against these favorable considerations, the statistical 
department contended that there was no accurate way of telling 
at the time whether a dull or busy period was due to seasonal or 
cyclical changes, that the factory handled a great variety of work 
which was shifting constantly in kind and quantity, that it was 
impossible to tell in advance with any degree of accuracy how 
much of any kind of work would be called for during the coming 
season, and that to provide tool equipment for the possible peaks 
in advance would require a very large investment. Since tools, 
therefore, must largely be made up close to the time when they 
were needed, a large force of tool makers was necessary in the 
busy season, Requirements for many of the dies, jigs, and fix- 
tures made in the department were not known far in advance and, 
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therefore, these must be built as needed. Furthermore, it seemed 
unlikely that a sufficient number of known needs could be accumu- 
lated in advance to keep busy during the dull season the number 
of men required to meet the peak demand of the busy season. It 
was feared that by deliberately postponing work to the dull season 
the company might lose important advantages in manufacturing, 
through lack of proper equipment. It was also feared that during 
busy periods, when breakdowns were most frequent and repair 
and maintenance requirements at their highest, important work 
might of necessity be deferred, to the detriment of efficiency and 
with serious injury to machinery. Lastly, it was felt that any 
attempt to plan future needs far in advance and to accumulate 
work for the dull season involved a degree of planning which the 
company was far from attaining, and that, in view of the large 
number of products manufactured and of the shifting demand, a 
large accumulation of tools representing a heavy investment in 
advance of known requirements might be attended with serious 
consequences. 

The management of the International Blower Corporation 
decided that the work force of the machine and tool maintenance 
department should be maintained without reduction. The 
decision was based chiefly on the difficulty and expense of training 
new men for times of full production, the desirability of keeping 
down wages rates, and the practicability of providing useful 
work throughout the slack seasons. 


ComMENTARY: Adjustment of volume of maintenance work and 
size of maintenance force to fluctuations of manufacturing activity 
presents a general problem faced by most manufacturers. This 
particular case shows many typical features and a few unusual ones. 

As a general statement, one of the less difficult means of regularizing 
employment is to defer maintenance during busy periods and catch 
up during slack ones. The degree to which this practice is possible 
or financially permissible depends on the type of operation and the 
other governing circumstances. Such regularization of employment 
as may be possible by any sound means is an important duty of manu- 
facturers toward industry, affecting total demand, morale and develop- 
ment of workers, and citizenship. All that a particular employer 
can do is to maximize regularity within sound limits set by his discre- 
tion; he is a free agent only within such limits, but the spread between 
the best that he can do with careful planning and the worst that he may 
stumble into is a wide one. 
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Continuing the general statement, a number of factors enter: 
Some jobs, such as building repairs, can be deferred without much harm 
accruing; others, such as repairing breaks of equipment, permit of no 
delay; many others, suchas the general conditioning of equipment subject 
to wear, can wait a short time but not a long one. If the building of 
special equipment is included, there are some items that are needed 
at once for particular orders; others represent equipment, differing 
widely in amount in accordance with conditions, that would pay in an 
acceptable time for construction at a certain real net cost, varying 
according to the alternative employment of the tools and labor used 
in making the equipment, and according to the obsolescence risk 
determined for each case separately. Recurrent and general items 
can be foreseen, special responses to orders cannot. Some items are a 
function of time, others of manufacturing activity. The diversity of 
the work done by this company, and the difficulty of foreseeing the 
exact character of orders and preparing for them, give a character to 
the problems of this company that is met more often in small jobbing 
shops than in plants of the size of this one. 

In this case the superintendent, who had been with the company 
for a considerable time, recommended keeping a substantially constant 
machine and tool maintenance force and supported his position with 
the usual arguments, summarized in the case. He was confident of 
keeping the whole force busy through such periods of dull business as 
he anticipated, and said that there had been at all times during the 
last three years more work of a profitable sort than the crew could do. 

The statistician, a new man, favored a reduction proportional 
to that of the general shop pay roll. He emphasized the difficulty of 
forecasting real needs in special machinery and equipment, the 
difficulty of distinguishing cyclic from seasonal fluctuations, and 
of planning far enough ahead to accumulate genuinely profitable 
work for dull seasons. He feared obsolescence and poor adaptability 
of work done far ahead, and delay at future peaks on account 
of reluctance to build up the maintenance force if it could not later 
easily be reduced. 

It is interesting to note that the superintendent appeared to have 
more disposition to lean on forecasts than did the statistician—an 
apparently paradoxical situation arising quite naturally out of their 
respective main responsibilities. 

The most important of the unusual conditions affecting the decision 
lay in the relation between the character and the wages of the main- 
tenance crew. ‘These men had been picked from the shop and consti- 
tuted the best group in the working force; nevertheless they received 
only 65 cents an hour, which was not higher than the pay of good 
day-work mechanics, and was lower than that of good piece-work 
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men. Standard wages of expert toolmakers elsewhere in the vicinity 
ranged from 85 to go cents. 

Where an employer pays a group materially less than the wages 
current for similar groups in the same labor area, there is an implied 
obligation, with a very practical aspect, to make up in regularity or 
in some other way what is lacking in the pay envelope. In this case 
the aggregate wage differential was something like 33% of a $4,600 
monthly pay roll if these men really rated as toolmakers, Perhaps 
they fell short of such rating, but we must assume from the statement 
in the case that they received substantially less than they could have 
made elsewhere. Probably they were staying for less partly from habit, 
partly because they liked the work and the superintendent, and, 
we may suppose, quite largely because the superintendent had in 
the past been successful in carrying them over dull periods as he was 
endeavoring to do now. 

In the long run the company would have to give some value in 
exchange for this money-wage deficiency; there are many instances 
where a considerable differential has been maintained by a policy— 
perhaps not announced, but long practiced—of offering unusually 
regular employment. It may be doubted whether anything except 
such regularity and a superintendent who the men believe can and will 
look out for them in this respect, would be able to maintain any wide 
disparity permanently. Unless there were some such attraction, it 
would seem that this department would tend to become a training 
school for millwrights and toolmakers, who would drift elsewhere at 
peak activity unless money wages were progressively raised to a point 
nearer market rate. Labor turnover cost in maintenance work is 
high and hard to determine. Skill must be unusually versatile, and 
familiarity with local equipment and conditions as well as good sense 
and initiative are necessary. Faulty or incomplete training will 
take toll at irregular intervals, directly and indirectly, for a long time 
after a new man starts work. 

The case presents only two alternatives, but the decision would 
not be limited to these. If in fact the best procedure turned out 
to be shrinking and swelling the maintenance force in percentage conso- 
nance with the “direct labor” pay roll, that outcome would be pure 
chance—and an unlikely chance. Various alternatives should have 
been considered, and the policy determined on the merits, based on 
careful weighing of all the factors involved, with due regard to both 
immediate and remote consequences; productive activity is only one of 
these factors. Disregarding for the moment turnover cost, morale, 
and civic responsibility, there are better reasons and opportunities for 
keeping a maintenance force than a production force nearly constant. 
Obviously, some maintenance functions vary directly with shop 
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load, but on the other hand some vary inversely; the best time to over- 
haul machines is when they are not needed, and the best time to build 
special machinery of long-term value is when its construction and test- 
ing will not interfere witha busyshop. Whatever may be the best thing 
to do, it is reasonable to suppose that it will not be to govern mainte- 
nance employment by merely following the production pay roll. Even 
if it be decided to regard only considerations of immediate conven- 
ience or need, there will ordinarily be a substantial time lag between 
shrinking of shop orders and the best time to start reducing the mainte- 
nance force, and a rate of fluctuation well below average would be 
normal. If the long-view considerations are included, something near 
to a constant force can probably be maintained with advantage unless 
the depression is severe and long continued. 


July, 1928 JeGEQ 


RoGER Bacon Company! 


MANUFACTURER—COTTON GREY GOODS 


Lasor Suppry—Welfare Work by Employer to Improve. A company operat- 
ing cotton grey goods mills in Alabama continuously found difficulty in 
obtaining operatives who would work regularly. Its employees, most 
of whom were from the families of poor mountain whites, were not 
thrifty, foresighted, or ambitious, and had a low standard of living. 
In 1921 the company debated whether to continue its program of welfare 
work, which had been undertaken to improve the industrial qualities of 
its employees and to reduce labor turnover, but which up to that time 
had had little success in achieving that object. Although the company 
realized that any program of welfare work had possibilities of unforeseen 
complications in later years, particularly since improved standards of 
living probably would be accompanied by demands for higher wages and 
employee unrest of another sort than was then experienced, it decided to 
continue its welfare work, concentrating chiefly upon educational efforts. 


(1921) 


The mills of the Roger Bacon Company, located at Allston, 
Alabama, manufactured sheetings, drills, and flannels, classified 
as grey goods. The mills, in 1921, employed 400 people. The 
company continuously found difficulty in obtaining operatives 
who would work regularly. Its laborers were not thrifty, fore- 
sighted, or ambitious. Employees were absent frequently, and 
the number of resignations was unusually large. ‘The company 
had done welfare work with questionable success, and in 1921 
the owners were debating whether to continue their efforts to 
improve the industrial qualities of the employees or to adopt a 
merely passive attitude, seeking laborers whenever necessary in 
the surrounding hills and countryside, keeping those who wished 
to stay, and regarding the expenses thus incurred as necessary 
and normal. 

The town of Allston had been founded by the company in 
1902. By 1921, approximately one-half of the town buildings 
had been erected on account of the mills, and the population had 
grown to 2,500 persons. There were two railroad lines, one a 
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through line. The surrounding country was rough and little 
developed. 

The mill operatives were recruited almost wholly from sur- 
rounding hills and farms. These people were descendants of 
white farmers who had owned no slaves and had not been able 
to compete with the wealthy, slave-owning planters in growing 
cotton and corn. The children of poor farmers had had little 
chance for education. After the Civil War these farmers were in 
competition with emancipated slaves with low standards of living. 
During this period following the war, there was a migration of the 
more energetic and pioneering individuals from the South to 
Kentucky and the West and into the mountains of Georgia, the 
Carolinas, and Tennessee. Those who migrated to the hills were 
shut off from the social and economic developments of the last 
half of the nineteenth century. 

These mountain people formed the labor supply for the Roger 
Bacon Company. They came from shanties on poor farms and 
from shacks in the mountains. The circumstances described 
had thrust them into a state of poverty and ignorance far below 
their native abilities. 

Although they had little ambition, they were not degraded, but 
independent, proud, and sensitive. The older generation, as a 
class, was unable to read or write; the younger generation had 
received some education, a result of the state compulsory educa- 
tion laws. 

When men from these mountain families came to the mills for 
employment, usually all the members of their families above the 
age of 14 or 16 entered the employment of the mill. Many of 
the older men were unable to adapt themselves to factory work. 
They quit mill employment and frequently remained at home, 
deriving their support from wives and children. 

Agricultural life suited many of these people best. Every 
spring some of them returned to the farms to plant crops. If, at 
the end of six weeks, their crops appeared to be thriving, they 
stayed on the farm, but otherwise they returned to the mill. After 
many years no remedy for this situation had been devised. 

There was much shifting of the labor supply between the mills 
of the Roger Bacon Company and other textile manufacturing 
companies in scattered towns. Some of the workers drifted 
about in a casual way. They started without a destination 
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from one town and settled temporarily when their money 
was spent. 

Some lowland tenant farmers drifted to Allston from points 
as far as 200 miles away. Among southern mill owners a dif- 
ference of opinion existed regarding the industrial qualities of 
the lowland tenant farmers as contrasted with those of the moun- 
taineers. The lowland farmer was alleged by many to be less 
intelligent, sturdy, and industrious than the mountaineer. Few 
of the lowland farmers went to the mills, for farming was easier 
in the lowlands than in the mountains. An unquestioned dif- 
ference existed between the workers of more recent mill towns, 
such as Allston, and the employees in older mill towns, such as 
were found in the Carolinas and Georgia. In some of the older 
mill centers, three generations of workers had grown up about the 
mills, and the industrial qualities of the people in them were 
more satisfactory than the qualities of the laborers whom the 
Roger Bacon Company employed. In the vicinity of Allston were 
coal mines in which men could earn from $4 to $5 a day, con- 
siderably higher rates per day than those paid by the Roger Bacon 
Company. Although mining was open only to men, it drew some 
of the heads of families from Allston, and their families accom- 
panied them. Employment in the mines was not steady in normal 
years, and men who left Allston for the mines frequently returned 
after their resources gave out during periods of idleness. 

The Roger Bacon Company had built 125 houses, which accom- 
modated nearly all its employees. There was also a small hotel 
used by male employees. The people living in the mill houses 
numbered 850. All the dwellings had electric lights, but only 
a portion had modern plumbing. The company’s rental of 
25 cents per room per week was less than half the average rental 
charged by owners of private houses in the town. The least 
satisfactory of the company’s houses were far better than the 
dwellings and huts from which many of the older workers had 
come. 

The Roger Bacon Company treated its laborers considerately, 
and had done the following welfare work: It had established a 
nursery for the children of mothers who worked in the mills, and 
employed a nurse to look after the general health of the workers. 
It had erected a grammar school, at a cost of $20,000, in which the 
teaching and maintenance had been taken over by the county. 
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Courses in home economics were given to girls. Many of the 
employees previously had eaten only fried food, the “hog and 
hominy” diet of the South, and newcomers to Allston often were 
suffering from malnutrition on arrival. The company had estab- 
lished a playground, and it supported employee baseball teams 
and a band. It had remodeled a building into a motion picture 
theater and provided a projector. The employees supervised the 
operating of the theater. A textile club for boy workers in the 
mills had been formed and in 1920 a small library was started. At 
the end of the year, 125 library cards had been issued to mill 
employees. 

In February, 1919, the Roger Bacon Company experienced 
for the first time a prolonged labor shortage. The company 
hired a labor agent who went into the surrounding district and 
sent laborers from farms and mountains to the mills. That 
spring many employees left, but because of bad weather and a 
poor crop outlook, they returned several months later. Then 
there were enough laborers and the agent was dismissed. In 
the spring of 1921, some workers again left for the farms, but the 
mill’s operations were curtailed for other reasons, and there was 
no labor shortage. 

The company’s employees did not work regularly, but took 
time off for trivial reasons. Often no substitutes could be found, 
and machinery was therefore idle. Approximately 20% of the 
employees could have been dismissed had those remaining worked 
regularly. 

These unfavorable features of its labor supply were more than 
offset, however, by the low wages paid by the Roger Bacon Com- 
pany as contrasted with those paid by its northern competitors. 
Twenty-five per cent of the final cost of cotton grey goods was 
labor cost. In 1921 the average annual wage in Alabama cotton 
mills was $568, whereas the average wage in Massachusetts and 
Rhode Island was $929. Southern mills lawfully could require a 
worker to spend longer hours at his machines than could northern 
mills. The difference was approximately 7 hours a week. Many 
of the southern mills worked on a 2-shift basis; their machinery 
was run 110 hours a week. 

The owners of the Roger Bacon Company believed that the 
lower wages paid southern labor were explainable, in part at least, 
by the newer industrial development of that region. According to 


ROGER BACON COMPANY 167 


the census of 1919, in Massachusetts and Rhode Island the capi- 
tal investment in industrial plants was $372,000 per square mile, 
and the number of wage earners was 90 per square mile. Com- 
parable figures in the four principal southern textile manufactur- 
ing states, among them Alabama, were $10,000 and 2.4 wage 
earners. The one region was 35 times more “industrialized” 
than the other. In the South there were few locations where 
other great industries were bidding for cotton mill employees. 
Among those, however, was the Birmingham district in Alabama. 

Along with the small industrial demand for southern labor was 
a condition of plentiful supply. Had this labor been willing and 
able to move outside the section, the situation would have tended 
to correct itself. Although the people moved about within the 
district, they lacked the resources and desire to venture into the 
North and West. ‘This fact, furthermore, was evidence of a 
fixed standard of living, which, measured in terms of material 
goods, was confined to bare necessities. A further fact having 
its influence upon labor supply was the tendency to large families 
—six children were said to be the average number per family. 
The increase of white tenant farmers in Alabama from 1900 to 
1920 was from 48,000 to 70,000—a growth explainable almost 
entirely by native population increase. 

The individual wage paid to southern mill workers was not an 
indication of family welfare, since several members of a family 
usually worked in the mills. A family consisting of a father, 
mother, and at least two children of working age could earn $250 
a month. Notwithstanding this possibility, it was not a typical 
occurrence. The people did not work to create savings but only 
to satisty immediate wants and occasionally an extravagance. 
The typical southern mill operative purchased less clothing than 
did the northern operative. Frequently, opportunity existed 
for vegetable growing and animal pasturage in or near mill 
villages. 

Educational efforts were limited to children under 16. In the 
mill towns parents seemed opposed to the education of their chil- 
dren beyond the grammar grades. They thought it best that 
children then should go to work in the mills. The mills, how- 
ever, had begun to restrict their employment of children. 

Only a small percentage of the total number of children 
enrolled in public schools graduated from the high schools. The 
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reasons assigned were incapacity, lack of ambition, lack of encour- 
agement, and financial necessity—the latter was a rare reason. 
Probably, also, the teachers in some of the mill towns were poorly 
paid and not held in esteem. 

The owners of the Roger Bacon Company realized that south- 
ern mills’ welfare work was criticized as paternalistic. Most 
employees said that they would prefer to receive as wages the 
money spent on welfare work. Few prized the facilities fur- 
nished them under welfare programs. The mill managements, 
however, conducted this work because they believed it essential to 
maintain the health and morale of the mill communities. Many of 
the employees had lived in isolated places; diets and standards of 
life on isolated farms were extremely unhealthful under the con- 
fining conditions of factory work in towns. Laborers drawn by 
the welfare facilities, however, worked regularly, and were likely 
to advance in their standards of living. 

Many southern mills had more modern machinery and equip- 
ment than did northern mills. This was true of the Roger Bacon 
Company. The new equipment of southern mills, however, 
entailed heavy charges for interest and depreciation. Idleness of 
machinery caused by irregular attendance of employees thus was 
unusually costly. 

In some ways the southern cotton mill workers were superior 
to those in the North. Southern mill workers were English- 
speaking almost without exception, and hence there were no 
language or racial barriers between them and their overseers such 
as existed in some northern textile centers. There was not the 
group jealousy and solidarity that often occasioned difficulty in 
northern mills. Moreover, southern workers were not organized 
in labor unions so generally as were the workers in New England. 
When at work the southern operative was satisfactory in ability 
and willingness, but his pace was said to be slower than that 
of the northern textile worker. To what extent climate was 
responsible for the slower pace of the southern worker was unset- 
tled, but it was without doubt an active factor. 

The company’s executives realized that in attempting to 
improve labor conditions they were dealing with intangible forces, 
operating over long periods, and that any program adopted had 
possibilities of unforeseen complications in later years. Improved 
standards of living probably would be accompanied by demands 
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for higher wages and perhaps bring about unrest of a sort quite 
different from that which characterized the population in 1921. 

The company decided not to attempt to mold the industrial 
qualities of the people directly, for it did not wish to assume 
responsibility for the results. It decided to continue its modest 
program of welfare work, concentrating chiefly upon educational 
efforts. The specific fields of endeavor were domestic science, 
personal hygiene, and character building. The executives ex- 
pected increasing industrial development in the near-by districts, 
and believed that such growth would lead to greater wealth, more 
extensive road-building, better educational facilities, and gradual 
assumption by the state government of fuller industrial responsi- 
bilities. As Allston grew older, an increasing proportion of its 
residents would be native to the place and probably would have 
less tendency to migrate elsewhere. 


CoMMENTARY: The Roger Bacon Company was facing a problem 
of labor turnover. In general, the causes of turnover may be grouped 
into two classes: those that relate to conditions within an industry, such 
as wages, types of tasks, conditions of employment, seasonal fluctua- 
tions, etc.; and those that lie outside industry proper, such as marriage 
of women operatives, natural migratory instincts, sickness, etc. 

While tasks, wages, and conditions of work in the Roger Bacon 
Company might be considered unsatisfactory from the standpoint of 
northern operatives, yet there is no reason to believe that at that time 
they were so regarded by the southern workers. The Roger Bacon 
Company was operating upon the same basis as other southern organ- 
izations. The real reason for labor turnover was rather to be found 
in the type of labor which was employed. This situation, however, 
did not relieve the company from watching very closely for the inevi- 
table industrialization of its labor force and from being prepared to 
meet that situation as it developed. 

For generations the life of the mountain white has been such as to 
make it impossible for him to adapt himself readily to continuous 
routine work. Any given mill environment becomes irksome to him 
even though he has no special grievance; and if one inquires into the 
situation further, one sees that the very thing which causes the turnover 
of labor among the mountain whites—namely, the lack of industrial 
socialization—is what makes it possible for the southern mills to hire 
workers at low wages, to work long hours, and to operate night shifts. 
It is this situation that gives the southern mill its differential over its 
northern competitors. Nor is that all there is to the situation. The 
forces which would make an operative a good, steady worker and thus 
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reduce turnover are the same forces which might easily make him a 
first-class union man, jealous of his rights and conscious of his group 
power. Thecompany would have no grounds to expect immediate results 
in attempting to eliminate migratory instincts. The great majority 
of experiments that look toward changing the habits, traditions, and 
ideals of groups have demonstrated that success is realized only over 
very long periods of patient, intelligent control. A veneer of industrial 
socialization is as likely to prove a boomerang as it is an instrument of 
progress. 

Consequently, the decision of the management to move slowly 
was sound. Such a conclusion did not in any way relieve the company 
from its moral and social responsibility to continue to do what it could 
for the upbuilding of its laborers as a group. Work along the line of 
home economics, personal hygiene, and character building was con- 
sistent with the principles underlying its major decision. 


August, 1928 ER GSRe 


UNITED LEATHER WORKERS’ INTERNATIONAL UNION, LOCAL 
LopGE oR UNION No. 66, e¢ al. v. HERKERT & 
MEISEL TRUNK ComMPANy, ef al.! 


LABOR UNION—-LEATHER INDUSTRY 


MANUFACTURERS— TRUNKS AND LEATHER GOODS 


Lazor Unions—Employees’ Strike Held not Conspiracy in Restraint of 
Trade. Astrike against manufacturers by their employees was intended 
by the strikers to prevent, through illegal picketing and intimidation, 
continued manufacture of products which, when made, were, to the 
knowledge of the strikers, to be shipped to fill orders of would-be pur- 
chasers in other states. The Supreme Court of the United States held 
that the strike was not a conspiracy to restrain interstate commerce 
under the Anti-Trust Act, since the strikers did not interfere or attempt 
to interfere with the free transport and delivery of the manufactured 
products from the factories to their destination in other states or with 
their sale in those states.” 


(1924) 
Mr. Chief Justice Tarr delivered the opinion of the court. 


This suit was begun by a bill in equity filed in the District Court 
for the Eastern District of Missouri by the Herkert & Meisel Trunk 
Company and four others, all corporations of Missouri, engaged in 
making trunks and leather goods in St. Louis, against the United 
Leather Workers’ Union, Local Lodge No. 66, an unincorporated asso- 
ciation, its officers and agents, and a number of its members. The bill 
averred that each of the complainants had built up a valuable business 
in making, selling, and shipping in interstate commerce trunks and 
leather goods; that each received large quantities of raw material by 
interstate commerce, and employed a large number of persons, men and 
girls; that on February 28, 1920, defendants demanded that their shops 
be unionized and conducted as closed shops, and announced that if 
complainants refused they would ruin the interstate commerce business 
of each of them; that on April 10, 1920, the defendants acting indi- 
vidually and on behalf of the defendant union, in order to destroy the 
complainants’ business and to prevent their employees from continuing 
in their employment, unless complainants would yield to their demands, 





1 Supreme Court of the United States. Argued April 24 and 25,1924. Decided 
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began a strike, assaulted and threatened complainants’ employees, and 
intimidated them so as to force them against their wills to quit com- 
plainants’ employment; and that they thereby prevented complainants 
from engaging in and carrying on their interstate business and inter- 
fered and obstructed them in the manufacture and shipment of the 
products of their factories sold to be shipped in interstate commerce. 
The bill charged that defendants were carrying out their illegal con- 
spiracy and purposes by mass picketing and intimidation; that the 
interference with complainants’ interstate commerce was intentional 
and malicious, and was intended to destroy it; that it was in violation 
of the Anti-Trust Law (Comp. St. 8820 e¢ seg.) and the Clayton Act 
(38 Stat. 730); and that they had already inflicted, and unless restrained 
would continue to inflict, irreparable injury upon such business. The 
bill shows that each complainant’s damage threatened exceeded $3,000. 
The prayer was for a temporary and then a final injunction to prevent 
the intimidation, illegal picketing, and other interference with com- 
plainants’ manufacturing and interstate business and with its employees 
or would-be employees engaged in carrying it on. 

Certain of the defendants answered the bill and denied the picketing, 
intimidation, and violence and the purpose to interfere with complain- 
ants’ interstate business as charged, and averred that they and the 
fellow members of the union had lawfully quit the employment of 
complainants because they could not agree upon the terms of a new 
agreement. ‘The District Court upon preliminary hearing granted a 
temporary injunction and upon final hearing granted a final decree enjoin- 
ing defendants as prayed. The case was taken on appeal to the 
Circuit Court of Appeals, where the decree of the District Court was 
affirmed, one judge dissenting. The cause now comes before us on 
appeal under section 241. 

The evidence adduced before the District Court showed that the 
defendant, the Local Union No. 66 of the United Leather Workers, 
having declared a strike against the complainants and withdrawn its 
members from their employ, instituted an illegal picketing campaign of 
intimidation against their employees who were willing to remain and 
against others willing to take the places of the striking employees, that 
the effect of this campaign was to prevent the complainants from con- 
tinuing to manufacture their goods needed to fill the orders they had 
received from regular customers and would-be purchasers in other states, 
that such orders covered 90% of all goods manufactured by complain- 
ants, that the character of their business was known to the defendants, 
and that the illegal strike campaign of defendants thus interfered with 
and obstructed complainants’ interstate commerce business to their 
great loss. There was no evidence whatever to show that complainants 
were obstructed by the strike or the strikers in shipping to other states 
the products they had ready to ship or in their receipt of materials from 
other states needed to make their goods. While the bill averred that 
defendants had instituted a boycott against complainants and were 
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prosecuting the same by illegal methods, there was no evidence what- 
ever that any attempt was made to boycott the sale of the complain- 
ants’ products in other states or anywhere, or to interfere with its 
interstate shipments of goods ready to ship. 

The sole question here is whether a strike against manufacturers by 
their employees, intended by the strikers to prevent, through illegal 
picketing and intimidation, continued manufacture, and having such 
effect, was a conspiracy to restrain interstate commerce under the Anti- 
Trust Act, because such products when made were, to the knowledge 
of the strikers, to be shipped in interstate commerce to fill orders given 
and accepted by would-be purchasers in other states, in the absence of 
evidence that the strikers interfered or attempted to interfere with the 
free transport and delivery of the products when manufactured from 
the factories to their destination in other states, or with their sale in 
those states. 

We think that this question has already been answered in the 
negative by this court. In United Mine Workers v. Coronado Co.,. 259 
U. S. 344, 42 Sup. Ct. 570, 66 L. Ed. 975, 27 A.L.R. 762, a coal-mining 
company in Arkansas changed its arrangement with its employees from 
a closed shop to an open shop. The local union resented the change 
and the avowed purpose of the company to protect nonunion employees 
by armed guards. Violence, murder, and arson were resorted to by the 
union. Seventy-five percent of the output of the mine was to be shipped 
out of the state and a car of coal prepared for interstate ship- 
ment was destroyed by the mob of strikers and their sympathizers. It 
was contended that as the result of the conspiracy was to reduce the 
interstate shipment of coal from the mines by 5,000 tons or more a 
week, this conspiracy was directed against interstate commerce, and 
triple damages for the injury inflicted could be recovered under the 
federal Anti-Trust Law. But this court held otherwise and reversed 
a judgment for a large amount on the ground that the evidence did not 
disclose a conspiracy against interstate commerce, justifying recovery 
under the law. The language of the court was (page 407 [42 Sup. Ct. 


570, 582]): 


Coal mining is not interstate commerce, and the power ot Con- 
gress does not extend to its regulation as such. In Hammer v. 
Dagenhart, 247 U.S. 251, 272, we said: “The making of goods and 
the mining of coal are not commerce, nor does the fact that these 
things are to be afterwards shipped or used in interstate commerce, 
make their production a part thereof. Delaware, Lackawanna & 
Western R. R. Co. v. Yurkonis, 238 U.S. 439.” Obstruction to coal 
mining is not a direct obstruction to interstate commerce in coal, 
although it, of course, may affect it by reducing the amount of 
coal to be carried in that commerce.* 





4 The same rule was followed in Gable v. Tonnegut Machinery Co. (C.C.A.), 274 
Fed. 66, 73, 74. 


174 HARVARD BUSINESS REPORTS 


The Circuit Court of Appeals seems first to have based its conclu- 
sion on cases like Rearick v. Pennsylvania, 203 U.S. 507, 27 Sup. Ct. 
159, 51 L. Ed. 295, Caldwell v. North Carolina, 187 U.S. 622, 23 Sup. 
Ct. 229, 47 L. Ed. 336, Brennan v. Titusville, 153 U.S. 289, 14 Sup. 
Ct. 829, 38 L. Ed. 719, and Robbins v. Shelby Taxing District, 120 
U.S. 489, 497, 7 Sup. Ct. 592, 30 L. Ed. 694. These dealt directly with 
the sale of goods in interstate commerce. They were cases of state 
taxation upon the solicitation and acceptance of orders of goods to be 
sent from one state toanother. The subject matter taxed was contracts 
of sale proposed or made for deliveries of goods in interstate commerce. 
It is a far cry from such cases to a strike to induce the employers to 
make better terms with their employees, when no interference with the 
transportation or future sale of the goods by the strikers is attempted 
or shown. 

The Circuit Court of Appeals found further justification for its 
conclusion in cases like Eureka Pipe Line Co. v. Hallanan, 257 U.S. 
265, 42 Sup. Ct. ror, 66 L. Ed. 227, United Gas Co. v. Hallanan, 257 
U.S. 277, 42 Sup. Ct. 105, 66 L. Ed. 234, Dahnke-Walker Milling Co. 
v. Bondurant, 257 U.S. 282, 42 Sup. Ct. 106, 66 L. Ed. 239, and Lemke 
v. Farmers’ Grain Co., 258 U.S. 50, 42 Sup. Ct. 244, 66 L. Ed. 458. 
They present the practical conception of interstate commerce elabo- 
rated in Swift & Co. v. United States, 196 U.S. 375, 25 Sup. Ct. 276, 49 L. 
Ed. 518, hereafter to be discussed as a flowing stream created by a 
course of business to be protected against state invasion, but it must be 
a real and direct invasion and not something incidental or remote. 
Thus in the Pipe Line Company and Gas Company Cases, the state of 
West Virginia sought to tax a stream of oil and gas flowing constantly 
through the state and out of it. It was held that the mere power of 
those who directed the stream to divert it from interstate commerce, 
when as a course of business it was constantly interstate, with only 
incidental and minor diversions to intrastate commerce, did not expose 
to the taxing power of the state that part of the flow which crossed state 
lines. The burden and invasion of interstate commerce was direct. 
In the Bondurant Case, a Tennessee milling company bought a crop of 
grain in Kentucky, to be delivered on board the cars in Kentucky for 
shipment to Tennessee in accord with a course of business between the 
parties. It was held that an effort by the state of Kentucky to require 
a license of the Tennessee company before it could buy and ship grain 
from Kentucky to Tennessee was a burden on, and invasion of, inter- 





The same general principles are affirmed in Heisler v. Thomas Colliery Co., 260 
U.S. 245, 259, 43 Sup. Ct. 83, 67 L. Ed. 237; Crescent Oil Co. v. Mississippi, 257 U:S. 
129, 136, 42 Sup. Ct. 42, 66 L. Ed. 166; Arkadelphia Co. v. St. Louis S. W. Ry. Co., 
249 U.S. 134, 151, 39 Sup. Ct. 237, 63 L. Ed. 517; McCluskey, Adm’r. v. Marysville 
Ry. Co., 243 U.S. 36, 38, 37 Sup. Ct. 374, 61 L. Ed. 578; Diamond Glue Co. v. 
U.S. Glue Co., 187 U.S. 611, 616, 23 Sup. Ct. 206, 47 L. Ed. 328; Capital City 
Dairy Co. v. Ohio, 183 U.S. 238, 245, 22 Sup. Ct. 120, 46 L. Ed. 171; United States 
v. E. C, Knight Co., 156 U.S. 1, 12, 13, 15 Sup. Ct. 249, 39 L. Ed. 325; Kidd v. 
Pearson, 128 U.S. 1, 20, 21, 9 Sup. Ct. 6, 32 L. Ed. 346; Coe v. Errol, 116 US. Si7,; 
528, 6 Sup. Ct. 475, 29 L. Ed. 715. 
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state commerce even though the milling company might have stopped 
the grain in Kentucky contrary to the usual course. 

In Lemke v. Farmers’ Grain Co., a state law of North Dakota sub- 
jected the purchase price of all grain flowing in a regular course of 
business from that state to the market in Minneapolis, Minn., to a 
North Dakota inspector who was required to fix the price and determine 
thereby the profit the buyer should make after paying the freight to 
Minneapolis at the market price in that city. This was held to be 
a direct burden and restraint upon the interstate commerce in the 
grain from one state to the other. It was a direct limitation on that 
commerce. 

None of these cases, although they all illustrate the practical con- 
ception of interstate commerce as a flowing stream from one state to 
another formed by a regular course of business, can properly be said 
to support the argument that mere intentional cutting down of manu- 
facture or production is a direct restraint of commerce in the product 
intended to be shipped when ready, or to be any departure from the 
general rule last announced in the Coronado Case and uniformly applied 
in all the cases referred to above, which it followed. The effect upon 
interstate commerce in the four cases just cited, on the other hand, was 
directly burdensome and restraining. 

Then the Circuit Court of Appeals found sustaining precedent in 
Swift & Co. v. United States, 196 U.S. 375, 25 Sup. Ct. 276, 49 L. Ed. 
518. In that case the defendants were charged with a conspiracy to 
monopolize interstate commerce in cattle, step by step from the pur- 
chase of them on the western plains, in the transportation of them by 
the railroads through to the stockyards at Chicago, their sale and dis- 
tribution there, their slaughter and preparation as meats in the packing 
houses of that city, and their distribution and sale in the East. This 
court held that such a conspiracy was a violation of the Federal Anti- 
Trust Law, because it was an intended obstruction to the flow of 
interstate commerce which Congress in the Anti-Trust Law intended 
to keep free and untrammeled. It held 'that the intent to monopolize 
and restrain the stream of interstate commerce, and the probability 
that by such methods and steps as were attempted the purpose of the 
conspiracy could be effected, brought the whole machinery of the con- 
spiracy within the Federal jurisdiction. The case rested wholly on the 
probably effective intent of the conspirators directed against interstate 
commerce. 

The case of Addyston Pipe Co. v. United States, 175 U.S. 211, 20 
Sup. Ct. 96, 44 L. Ed. 136, was an agreement between those who made 
and sold iron pipe in different states to fix prices as between themselves 
and not sell and deliver pipe from their foundries across state lines in 
competition with each other. Their intent and ability to control prices 
and prevent the public from having the benefit of competition in inter- 
state trade brought them within the Federal Anti-Trust Act. 

So in the case of Montague & Co. v. Lowry, 193 U.S. 38, 24 Sup. 
Ct. 307, 48 L. Ed. 608, manufacturers in eastern states of tiles and 
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grates agreed with manufacturers and dealers in California not to sell 
tiles and grates to local dealers who would not agree to keep up prices. 
The intent to control commerce between the eastern states and local 
dealers in California and thus to maintain prices was held to constitute 
a conspiracy in restraint of interstate commerce. On the other hand, 
Hopkins v. United States, 171 U.S. 604, 19 Sup. Ct. 50, 43 L. Ed. 300, 
and United States v. E. C. Knight Co., 156 U.S. 1, 15 Sup. Ct. 249, 39 
L. Ed. 325, were held not to come within the Federal Anti-Trust Law 
because the facts of those cases were not thought to reveal the probably 
effective intent directly to compass the restraint on interstate 
commerce. 

The Knight Case has been looked upon by many as qualified by sub- 
sequent decisions of this court. The case is to be sustained only by 
the view that there was no proof of steps to be taken with intent to 
monopolize or restrain interstate commerce in sugar, but only proof 
of the acquisition of stock in sugar manufacturing companies to control 
its making. As intimated in the Swift Case, 196 U.S. 397, 25 Sup. Ct. 
276, 49 L. Ed. 518, the Knight Case was very near the line. See also 
the distinction pointed out by the Circuit Court of Appeals in Penn- 
sylvania Sugar R. Co. v. American Sugar Refining Company, 166 Fed. 
254, 256, between that case and the Knight Case. The Knight Case 
emphasizes the difference between manufacture and interstate com- 
merce. But the Knight Case was a far stronger case for Federal juris- 
diction under the Anti-Trust Law because of the probable relation 
between the monopoly of manufacture and sale in interstate commerce, 
than the case at bar, in which there is present no element of intended 
and probable monopoly or discrimination in interstate commerce. The 
same element was lacking in the Coronado Case. 

In Loewe v. Lawlor, 208 U.S. 274, 28 Sup. Ct. 301, 52 L. Ed. 488, 
13 Ann. Cas. 815, and in Duplex Co. v. Deering, 254 U.S. 443, 41 Sup. 
Ct. 172, 65 L. Ed. 349, 16 A.L.R. 196, members of labor unions having a 
controversy with their employers sought to embarrass the sales by 
their employers of the product of their manufacture in other states by 
boycott and otherwise. They were held guilty of a conspiracy against 
interstate commerce because of their palpable intent to achieve their 
purpose by direct obstruction of that commerce. 

The cases of Stafford v. Wallace, 258 U.S. 495, 42 Sup. Ct. 397, 66 
L. Ed. 735, 23 A.L.R. 229, and Chicago Board of Trade v. Olsen, 262 
U.S. 1, 43 Sup. Ct. 470, 67 L. Ed. 839, are also supposed in some way 
to sustain the view that a strike against the manufacture of commodi- 
ties intended to be shipped in interstate commerce is a conspiracy 
against that commerce. What those cases decided was that when Con- 
gress found from investigation that more or less constant abusive 
practices and a course of business, usually only within state police cog- 
nizance, threatened to obstruct or unduly to burden the freedom of 
interstate commerce, it could by law institute supervision of such course 
of business in order to prevent the abuses having such effect. As said 
in Stafford v, Wallace (page 520 [42 Sup. Ct. 397, 403]): 
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The reasonable fear by Congress that such acts, usually lawful 
and affecting only intrastate commerce when considered alone, 
will probably and more or less constantly be used in conspiracies 
against interstate commerce or constitute a direct and undue bur- 
den on it, expressed in this remedial legislation, serves the same 
purpose as the intent charged in the Swift indictment to bring acts 
of a similar character into the current of interstate commerce for 
Federal restraint. 


In United States v. Pattern, 226 U.S. 525, 543, 33 Sup. Ct. 141, 57 L. 
Ed. 333, 44 L.R.A. (N.S.) 325, running a corner in the available supply 
of a staple commodity, normally the subject of interstate commerce, in 
order to enhance its price artificially in the whole country, although 
the corner was carried on only in New York by sale of cotton futures, 
was held to be a monopoly of interstate commerce in violation of the 
Federal Anti-Trust Act. It was the intent to monopolize such com- 
merce and its probability of success which sustained the indictment. 

In the Coronado Case, supra (page 410 [42 Sup. Ct. 570, 583]), this 
court referred to the Patten Case and the difference between that and 
the Coronado Case, as follows: 


The difference between the Patten Case and that of Ware & 
Leland v. Mobile County, 209 U.S. 405, illustrates a distinction to 
be drawn in cases which do not involve interstate commerce intrin- 
sically but which may or may not be regarded as affecting inter- 
state commerce so directly as to be within the Federal regulatory 
power. In the Ware & Leland Case, the queston was whether a 
state could tax the business of a broker dealing in contracts for 
the future delivery of cotton where there was no obligation to ship 
from one state to another. ‘The tax was sustained and dealing in 
cotton futures was held not to be interstate commerce, and yet 
thereafter, such dealings in cotton futures as were alleged in the 
Patten Case, where they were part of a conspiracy to bring the 
entire cotton trade within its influence, were held to be in restraint 
of interstate commerce. And so in the case at bar, coal mining is 
not interstate commerce, and obstruction of coal mining, though it 
may prevent coal from going into interstate commerce, is not a 
restraint of that commerce unless the obstruction to mining is 
intended to restrain commerce in it or has necessarily such a direct, 
material, and substantial effect to restrain it that the intent reason- 
ably must be inferred. 


This review of the cases makes it clear that the mere reduction in the 
supply of an article to be shipped in interstate commerce by the illegal 
or tortious prevention of its manufacture is ordinarily an indirect and 
remote obstruction to that commerce. It is only when the intent or 
the necessary effect upon such commerce in the article is to enable those 
preventing the manufacture to monopolize its supply, control its price, 
or discriminate as between its would-be purchasers, that the unlawful 
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interference with its manufacture can be said directly to burden inter- 
state commerce. 

The record is entirely without evidence or circumstances to show 
that the defendants in their conspiracy to deprive the complainants 
of their workers were thus directing their scheme against interstate com- 
merce. It is true that they were, in this labor controversy, hoping that 
the loss of business in selling goods would furnish a motive to the com- 
plainants to yield to demands in respect to the terms of employment; 
but they did nothing which in any way directly interfered with the 
interstate transportation or sales of the complainants’ product. 

We concur with the dissenting judge in the Circuit Court of Appeals 
when, in speaking of the conclusion of the majority, he said: 


The natural, logical and inevitable result will be that every 
strike in any industry or even in any single factory will be within 
the Sherman Act and subject to Federal jurisdiction provided any 
appreciable amount of its product enters into interstate commerce. 
(284 Fed. 446, 464.) 


We cannot think that Congress intended any such result in the 
enactment of the Anti-Trust Act or that the decisions of this court 
warrant such construction. 

Decree reversed. 

Mr. Justice McKenna, Mr. Justice VAN DEVANTER, and Mr. 
Justice BUTLER dissent.® 





5 For commentary, see page 188. 


INDUSTRIAL ASSOCIATION OF SAN FRANCISCO v. UNITED STATES? 
EMPLOYERS’ ASSOCIATION—BUILDING TRADES 


LaBsor Untons—Employers’ Agreements Affecting Chiefly Intrastate Com- 
merce Held Not Illegal. To advance the open shop plan, employers’ 
associations in building trades combined with dealers in building mate- 
rials, contractors, and others in an agreement by which builders and 
contractors were prohibited from purchasing certain essentials of the 
trade except upon the presentation of ‘‘permits.” These permits were 
withheld from persons not in sympathy with the “American plan,” 
which was a rejection of the closed shop plan. The materials for which 
permits were required were chiefly intrastate, but some incidental and 
indirect interference with the flow of interstate commerce was shown. 
The Supreme Court of the United States held that this was not a com- 
bination in restraint of trade in violation of the Anti-Trust Act of 
July 2, 1890. 

(1925) 


Mr. Justice SUTHERLAND delivered the opinion of the Court. 


This is a suit by the United States against a number of voluntary 
associations, corporations, and individuals, charging them with engag- 
ing, and threatening to continue to engage, in a conspiracy to restrain 
trade and commerce in building materials among the several states, in 
violation of the Anti-Trust Act of July 2, 1890 (26 Stat. 209, c. 647; 
Comp. St. § 8820 ef seq.). The bill prays for an injunction restraining 
the further execution of the alleged conspiracy, for a dissolution of cer- 
tain of the associations as illegal, and for other relief. After a hearing, 
the Federal District Court declined to dissolve any of the appellants 
or interfere with their general activities, but entered a decree enjoining 
them specifically from (a) requiring any permit for the purchase, sale, 
or use of building materials or supplies produced without the state of 
California and coming into that state in interstate or foreign commerce; 
(6) making, as a condition for the issuance of any permit for the pur- 
chase, sale, or use of building materials or supplies, any regulations 
that will interfere with the free movement of building materials, plumb- 
ers’ or other supplies produced without the state; (c) attempting to 
prevent or discourage any person without the state from shipping build- 
ing materials, or other supplies to any person within the state; or (d) 
aiding, abetting, or assisting, directly or indirectly, individually or col- 
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lectively, others to do any of the foregoing matters or things.* A 
reversal of this decree is sought upon the ground, mainly, that the evi- 
dence wholly fails to show any contract, combination, or conspiracy in 
restraint of interstate or foreign trade or commerce, or a violation in any 
respect of the provisions of the Anti-Trust Act. Other grounds 
assigned, in view of the conclusion we have reached, we put aside as 
unnecessary to be considered. 

That there was a combination and concerted action among the 
appellants, is not disputed. The various agreements, courses of conduct 
and acts relied upon to establish the case for the government arose out 
of a long continued controversy or, more accurately, a series of contro- 
versies between employers engaged in the construction of buildings in 
San Francisco, upon the one side, and the building trade unions of San 
Francisco, of which there were some 50 in number with a combined 
membership of about 99% of all the workmen engaged in the building 
industries of that city, upon the other side. 

Prior to February 1, 1921, the unions had adopted and enforced, 
and were then enforcing, many restrictions bearing upon the employ- 
ment of their members, which the employers, and a large body of 
other citizens, considered to be unreasonable, uneconomic, and injurious 
to the building industries, resulting, it was asserted, in decreased pro- 
duction, increased cost, and generally retarded progress. Among the 
restrictions complained of, were rules limiting the number of appren- 
tices, limiting the amount of work, limiting or forbidding the use of 
labor-saving devices, and interfering with the legitimate authority of 
the employer. The plumbers’ union, for example, enforced the follow- 
ing, among others: No union plumber, whatever the emergency, was 
permitted to work on non-union material or to work overtime on Sat- 
urday without permission of the union; detailed reports were required, 
showing the number of fixtures set each day, and men who exceeded 
the standard fixed by the union were disciplined; the time which any 
employer was permitted to stay on a job was limited to two hours a 
day; as many men as the union saw fit could be ordered on a job, regard- 
less of the wishes of the employer. Among the restrictions imposed 
by the painters’ union were these: Wide brushes with long handles for 
roof painting were prohibited, and it was required that all such work 
should be done with a small brush; certain labor-saving devices were 
prohibited; and union painters declined to paint non-union lumber. 

The unions rigidly enforced the “closed shop””—that is, they denied 
the right of the employer to employ any workman, however well quali- 
fied, who was not a member of a San Francisco union; and this applied 
to a member of a labor union in another locality, who, moreover, prac- 
tically was precluded from joining a San Francisco union by reason of 
the cost and onerous conditions imposed. They were confederated 
under the name of the Building Trades Council, by means of which 
their combined power was exerted in support of the demands and poli- 
cies of each, until they had acquired a virtual monopoly of all kinds 
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of building trade labor in San Francisco, and no building work of any 
consequence could be done in that city except in subordination to these 
demands and policies. 

Early in 1921, serious differences having arisen between the unions 
and the employers in respect of wages, hours, and working conditions, 
an agreement for arbitration was made and a board of arbitrators 
selected. The board, after a hearing, made a tentative award reducing 
the scale of wages for the ensuing six months. Challenging the author- 
ity of the board to reduce wages, the unions refused to be bound by 
the award and repudiated and abandoned the arbitration. Strikes 
ensued, efforts to bring the strikers back to work failed, and building 
operations in San Francisco practically came to a standstill. There- 
upon, in an endeavor to find a solution of the difficulty, mass meetings 
were held by representative citizens in large numbers and from all walks 
of life. At these meetings it was resolved that the work of building 
must go forward, and that, if San Francisco mechanics refused to work, 
others must be employed from the outside. Funds were raised and 
placed in the hands of a committee of the San Francisco Chamber of 
Commerce, and under its direction workmen were brought in from the 
outside with promises of employment at the wages fixed by the arbi- 
trators. Subsequently the Industrial Association of San Francisco was 
organized to take the place of the committee and carry on its work. 
The strikers, however, returned to work, and for a time no objection was 
made to the employment of non-union workmen. But later demands 
were made by certain of the unions for the discharge of all non-union 
workmen and the restoration of the ‘‘closed shop.” These demands 
were disregarded, and there was another strike. A boycott was insti- 
tuted, and acts of violence against persons and property committed. 
In the meantime, one of the appellants, the Builders’ Exchange of San 
Francisco, with a membership of more than 1,000 building contractors 
and dealers in building materials, in cooperation with the Industrial 
Association and other appellants, devised and put into effect what is 
called the ‘American plan.” 

The basic requirement of the plan was that there should be no dis- 
crimination for or against an employee on account of his affiliation or 
nonaffiliation with a labor union, except that at least one nonunion 
man in each craft should be employed on each particular job as an evi- 
dence, it is suggested, of good faith. In effect, the “American plan” 
and the “open shop”’ policy are the same. 

The principal means adopted to enforce the plan was the “permit 
system,” the object of which was to limit sales of certain specified kinds 
of materials to builders who supported the plan. To render this restric- 
tion effective, the person concerned was required to obtain a permit 
from the Builders’ Exchange, specifying the kinds and quantities of 
materials to be furnished and the particular job on which they were to 
be used. The materials specified were cement, lime, plaster, ready- 
mixed mortar, brick, terra cotta and clay products, sand, rock, and 
gravel. Substantially all of these were California productions and were 
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deliberately selected for that reason, in order to avoid interference with 
interstate commerce. The only material exception was plaster, which 
was brought in from the outside, but consigned to local representatives 
of the manufacturers or to local dealers in San Francisco, and brought 
to rest in salesrooms and warehouses, and commingled with other goods 
and property, before being subjected to the permit rule. A suggestion 
was made at one time that, if necessary, the rule would be extended to 
all other materials used in the building trades; but it does not appear 
that this was done. It is said that lath of various kinds, wallboard, and 
Keene cement also were put under the rule; but we think the record 
discloses that, in fact, this was never agreed upon or carried into effect. 

There is evidence of efforts to extend the “‘ American plan”’ to other 
cities and states. Permits were extensively withheld in respect of build- 
ings where the ‘American plan”? was not adopted or not, enforced. 
Builders and contractors were constantly urged to observe the plan and 
were warned that failure to do so would result in a denial of future per- 
mits. A check was kept upon shops and building jobs by inspectors, 
and daily reports were made as to whether the plan was being observed. 
Whenever it appeared in any case that the plan was not being lived up 
to, a warning letter was sent out. Under appropriate by-laws, members 
of organizations subscribing to the plan who violated it were fined, and 
in some instances expelled, and other methods, not necessary to be, 
recited, in part persuasive and in part coercive, were adopted and 
enforced, in order to secure a thorough-going maintenance of the plan. 

With the conflict between the policy of the “closed shop”’ and that of 
the ‘‘open shop,” or with the “‘ American plan,”’ per se, we have nothing 
todo. And since it clearly appears that the object of the plan was one 
entirely apart from any purpose to affect interstate commerce, the sole 
inquiry we are called upon to make is whether the means employed to 
effectuate it constituted a violation of the Anti-Trust Act, and, in the 
light of the evidence adduced, that inquiry need be pursued little beyond 
a consideration of the nature of the permit system, what was done under 
it, and the effect thereof upon interstate commerce. 

The bases of the decree, which, in the opinion of the court 
below, were established, may be briefly and categorically stated 
as follows: 

1. Permits were required for the purchase of building materials and 
supplies produced in and brought from other states into California. 

2. Permits, even if limited to California-produced materials, never- 
theless interfered with and prevented the free movement of building 
materials and supplies from other states into California. 

3. Persons in other states were directly prevented or discouraged 
from shipping building materials and supplies into California. 

It will be well, iz limine, to emphasize certain clearly established 
general facts, in the light of which these grounds must be considered. 
Interference with interstate trade was neither desired nor intended. On 
the contrary, the desire and intention was to avoid any such interfer- 
ence, and, to this end, the selection of materials subject to the permit 
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system was substantially confined to California productions. The 
thing aimed at and sought to be attained was not restraint of the inter- 
state sale or shipment of commodities, but was a purely local matter, 
namely, regulation of building operations within a limited local area, so 
as to prevent their domination by the labor unions. Interstate com- 
merce—indeed, commerce of any description—was not the object of 
attack, “for the sake of which the several specific acts and courses of 
conduct were done and adopted.”* The facts and circumstances which 
led to and accompanied the creation of the combination and the concert 
of action complained of, which we have briefly set forth, apart from 
other and more direct evidence, are ‘‘ample to supply a full local 
motive for the conspiracy.’”® 

But it is not enough that the object of a combination or conspiracy 
be outside the purview of the act, if the means adopted to effectuate it 
directly and unduly obstruct the free flow of interstate commerce. The 
statute is not aimed alone at combinations and conspiracies which con- 
template a restraint of interstate commerce, but includes those which 
directly and unduly cause such restraint in fact.® 

It remains to apply these principles, in the light of the facts, to the 
several grounds above stated, upon which the decree rests. 

First. That permits were required for the purchase of materials 
produced in and brought from other states. To the extent that this 
may imply that permits were required in respect of building materials or 
supplies produced outside the state of California and shipped into the 
state, it is not sustained by the evidence. The record contains two 
letters signed by the president of the Builders’ Exchange to the effect, 
in one, that there “are added,” and, in the other of later date, that “it 
is now necessary to add, to the permit system,” other materials than 
those in the enumerated list, and the person addressed in the second is 
asked to govern himself accordingly. But the positive, uncontradicted 
evidence is that, in fact, permits were required for the originally listed 
materials and for nothing else. While about 28,000 permits in all were 
issued, there is a significant absence of evidence that any of them so 
issued related to other than such listed materials. Upon the proof, we 
reasonably cannot accept the view that these letters are enough to show 
a departure from the declared and established purpose of the movement 
on the whole to avoid interference with interstate trade by confining the 
permit system substantially to California-produced articles. 

It is true, however, that plaster, in large measure produced in other 
states and shipped into California, was on the list; but the evidence 
is that the permit requirement was confined to such plaster as previously 
had been brought into the state and commingled with the common 


4 Swift & Co. v. United States, 196 U.S. 375, 397, 25 Sup. Ct. 276, 279 (49L. Ed. 
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mass of local property, and in respect of which, therefore, the interstate 
movement and the interstate commercial status had ended. This situa- 
tion is utterly unlike that presented in the Swift Case, supra, where, the 
only interruption of the interstate transit of live stock being that neces- 
sary to find a purchaser at the stockyards, and this the usual and con- 
stantly recurring course, it was held (pages 398-399 [25 Sup. Ct. 276]) 
that there was thus constituted “a current of commerce among the 
states,”’ of which the purchase was but a part and incident. The same 
is true of Stafford v. Wallace, 258 U.S. 495, 516, 42 Sup. Ct. 397, 66 
_L. Ed. 735, 23 A.L.R. 229, which likewise dealt with the interstate ship- 
ment and sale of live stock. The stockyards, to which such live stock 
was consigned and delivered, are there described, not as a place of rest 
or final destination but as ‘‘a throat through which the current flows,” 
and the sale is only an incident which does not stop the flow but merely 
changes the private interest in the subject of the current without inter- 
fering with its continuity. In Binderup v. Pathé Exchange, 263 U.S. 
291, 309, 44 Sup. Ct. 96, 68 L. Ed. 308, a commodity produced in one 
state was consigned to a local agency of the producer in another not as 
a consummation of the transit, but for delivery to the customer. This 
court held that the intermediate delivery did not end, and was 
not intended to end, the movement of the commodity, but merely 
halted it ‘‘as a convenient step in the process of getting it to its final 
destination.” 

But here the delivery of the plaster to the local representative or 
dealer was the closing incident of the interstate movement and ended 
the authority of the Federal government under the commerce clause of 
the Constitution. What next was done with it was the result of new 
and independent arrangements. 

In respect of other materials of the character of those on the selected 
list, brought from other states, it is enough to say that the quantities 
were not only of little comparative consequence, but it is not shown 
that they were subjected to the permit rule. 

Second. That the permit requirement for California-produced 
materials interfered with the free movement of materials and supplies 
from other states. No doubt there was such an interference, but the 
extent of it, being neither shown nor perhaps capable of being shown, is 
a matter of surmise. It was, however, an interference not within the 
design of the appellants, but purely incidental to the accomplishment of 
a different purpose. The court below laid especial stress upon the point 
that plumbers’ supplies, which for the most part were manufactured 
outside the state, though not included under the permit system, were 
prevented from entering the state by the process of refusing a permit 
to purchase other materials which were under the system, to any one 
who employed a plumber who was not observing the “‘ American plan.” 
This is to say, in effect, that the building contractor, being unable to 
purchase the permit materials, and consequently unable to go on with 
the job, would have no need for plumbing supplies, with the result that 
the trade in them, to that extent, would be diminished. But this 
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ignores the all-important fact that there was no interference with the 
freedom of the outside manufacturer to sell and ship or of the local 
contractor to buy. The process went no further than to take away the 
latter’s opportunity to use, and, therefore, his incentive to purchase. 
The effect upon, and interference with, interstate trade, if any, were 
clearly incidental, indirect and remote—precisely such an interference 
as this court dealt with in United Mine Workers v. Coronado Co., supra, 
and United Leather Workers v. Herkert, 265 U.S. 457, 44 Sup. Ct. 623, 
03 izakd. £104, 33 A.L:R.3566. 

In the Coronado Case there was an attempt on the part of the 
owners of a coal mine to operate it upon the “open shop” basis. The 
officers and members of a local miners’ union thereupon engaged in a 
strike, which was carried on with circumstances of violence resulting in 
the destruction of property and the injury and death of persons. A 
conspiracy and an intent to obstruct mining operations were established, 
and it was proved that the effect thereof was to prevent a part of the 
product of the mine from going into interstate commerce. It was held 
that this would not constitute a conspiracy to restrain such commerce, 
in the absence of proof of an intention to restrain it or proof of such a 
direct and substantial effect upon it, that such intention reasonably 
must be iaferred. It was pointed out that there was nothing in the 
circumstances or declarations of the parties to indicate that the strikers 
had in mind any interference with interstate commerce or competition, 
when they engaged in the attempt to break up the plan to operate the 
mines with nonunion labor, and, conceding that the natural result would 
be to keep the preponderating part of the output of the mine from 
being shipped out of the state, the effect on interstate commerce was 
not of such substance that a purpose to restrain interstate commerce 
might be inferred. 

In the United Leather Workers Case there was a strike, accompanied 
by illegal picketing and intimidation of workers, to prevent, and which 
had the effect of preventing, the continued manufacture of goods by a 
trunk company. It was held that this was not a conspiracy to restrain 
interstate commerce within the Anti-Trust Act, even though the goods, 
to the knowledge of the strikers, were to be shipped in interstate com- 
merce to fill orders already received and accepted from the company’s 
customers in other states, since there was no actual or attempted inter- 
ference with their transportation to, or their sale in, such states. There 
is in this case a complete review of the prior decisions on the subject, 
upon which the court concludes (page 471 [44 Sup. Ct. 627]): 


This review of the cases makes it clear that the mere reduction 
in the supply of an article to be shipped in interstate commerce, 
by the illegal or tortious prevention of its manufacture, is ordinarily 
an indirect and remote obstruction to that commerce. It is only 
when the intent or necessary effect upon such commerce in the 
article is to enable those preventing the manufacture to monopo- 
lize the supply, control its price or discriminate as between its 
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would-be purchasers, that the unlawful interference with its manu- 
facture can be said directly to burden interstate commerce. 

We concur with the dissenting judge in the Circuit Court of 
Appeals when, in speaking of the conclusion of the majority, he 
said: “The natural, logical and inevitable result will be that every 
strike in any industry or even in any single factory will be within 
the Sherman Act and subject to Federal jurisdiction provided any 


appreciable amount of its product enters into interstate com- 
9 
merce. 


In its essential features, the present case is controlled by this reason- 
ing. If an executed agreement to strike, with the object and effect of 
closing down a mine or a factory, by preventing the employment of 
necessary workmen, the indirect result of which is that the sale and 
shipment of goods and products in interstate commerce is prevented 
or diminished, is not an unlawful restraint of such commerce, it cannot 
consistently be held otherwise in respect of an agreement and combina- 
tion of employers or others to frustrate a strike and defeat the strikers 
by keeping essential domestic building materials out of their hands and 
the hands of their sympathizers, because the means employed, whether 
lawful or unlawful, produce a like indirect result. The alleged con- 
spiracy and the acts here complained of, spent their intended and direct 
force upon a local situation—for building is as essentially local as 
mining, manufacturing, or growing crops—and if, by a resulting diminu- 
tion of the commercial demand, interstate trade was curtailed either 
generally or in specific instances, that was a fortuitous consequence so 
remote and indirect as plainly to cause it to fall outside the reach of the 
Sherman Act (Comp. St. § 8820 e¢ seq.). 

The government relies with much confidence upon Loewe v. Lawlor, 
208 U.S. 274, 28 Sup. Ct. 301, 52 L. Ed. 488, 13 Ann. Cas. 815, and 
Duplex Co. v. Deering, 254 U.S. 443, 41 Sup. Ct. 172, 65 L. Ed. 349, 
16 A.L.R. 196; but the facts there and the facts here were entirely 
different. Both cases, like the Coronado and the United Leather Work- 
ers cases and the present case, arose out of labor disputes; but in the 
former cases, unlike the latter ones, the object of the labor organizations 
was sought to be attained by a country-wide boycott of the employer’s 
goods for the direct purpose of preventing their sale and transportation 
in interstate commerce in order to force a compliance with their 
demands. ‘The four cases and the one here, considered together, clearly 
illustrate the vital difference, under the Sherman Act, between a direct, 
substantial, and intentional interference with interstate commerce and 
an interference which is incidental, indirect, remote, and outside the 
purposes of those causing it. 

Third. That persons in other states were directly prevented or dis- 
couraged from shipping into California. In respect of the alleged 
instances of direct interference with interstate sales and shipments, the 
evidence is sharply conflicting, with the preponderance in most cases, 
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we think, on the side of appellants. In many of them the interferences 
had no connection with the “‘ American plan,” or the system and efforts 
employed to effectuate it, but were in furtherance of independent trade 
policies or other isolated and disconnected purposes. One such case 
was that of the Golden Gate Building Material Company, consisting 
of five plastering contractors, where the basis of the refusal to accept 
orders for supplies was a protest by certain dealers that the company 
was buying for individual use and not for resale, and had been formed 
merely to obtain dealers’ prices. A class of interferences strongly 
pressed in argument was that in respect of plumbing supplies, prac- 
tically all of which were manufactured outside the state of California. 
Lists of plumbing contractors who were not observing the ‘American 
plan” were sent to the plumbing supply houses, and some of them 
refused to sell materials to such contractors. ‘That there was, at least, 
a sympathetic connection between this action and the “American 
plan,” may be assumed, although plumbing supplies were not within 
the scope of the permit list. However this may be, and whatever may 
have been the original situation, the practice was abandoned long before 
the present suit was instituted, and nothing appears by way of threat 
or otherwise to indicate the probability of its ever being resumed. 
Under these circumstances, there is no basis for present relief by 
injunction.’ 

By the foregoing process of elimination, the interferences which may 
have been unlawful are reduced to some three or four sporadic and 
doubtful instances, during a period of nearly two years. And when we 
consider that the aggregate value of the materials involved in these 
few and widely separated instances, was, at the utmost, a few thousand 
dollars, compared with an estimated expenditure of $1,000,000,000 in 
the construction of buildings in San Francisco during the same time, 
their weight, as evidence to establish a conspiracy to restrain interstate 
commerce or to establish such restraint in fact, becomes so insignificant 
as to call for the application of the maxim, “ De minimis non curat lex.” 
To extend a statute intended to reach and suppress real interferences 
with the free flow of commerce among the states to a situation so 
equivocal and so lacking in substance would be to cast doubt upon the 
serious purpose with which it was framed. 

The decree of the court below must be reversed, and the cause 
remanded, with instructions to dismiss the bill. 

Decree reversed. 





7 United States v. U. S. Steel Corp., 251 U.S. 417, 444, 445, 40 Sup. Ct. 293, 64 
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UnIteED LEATHER WoRKERS’ INTERNATIONAL UNION, LOCAL 
LopcGE or UNION No. 66, e¢ al. v. HERKERT & MEISEL 
TRUNK ComPANny, et al.® 
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Commentary: The legal point in both of these cases is practically 
the same, namely, that an “ incidental, indirect, remote’’ interference 
with interstate commerce does not bring a case pertaining primarily to 
an intrastate business within the purview of federal antitrust legislation, 
even though it happens to cause an actual diminution in the flow of a 
commodity out of the state, as in the first case, or into the state, as in 
the second. Nor does it make any difference that in the first case the 
combination complained of was one of employees and, in the second, 
one of employers engaged primarily in a labor controversy. 

It is noteworthy that in order to reach the conclusion that the inter- 
ference in each of these cases was so slight and incidental as to come 
within the maxim “‘ De minimis non curat lex,” it was necessary to make 
a careful analysis of the business facts involved. The lower court in 
each of the cases assumed that it was sufficient ground for jurisdiction 
that there was an interference with interstate commerce and that it was 
not for the court to make any distinction on the basis of the size of the 
interference or of the question whether it was deliberate or only inci- 
dental. By repudiating this point of view, the Supreme Court has 
established an interpretation of the anti-trust laws similar to the rule 
of reason in connection with restraint of trade. Perhaps it is even of 
greater significance than was that rule of reason, because of its applica- 
tion to a wider range of business activities. It may mean, for example, 
that the Federal government has relaxed its hold on local unions, local 
trade associations, and even local combinations, and left them to be 
controlled by state laws regardless of the minor checks on the flow of 
goods in interstate commerce resulting incidentally—though perhaps 
rather directly—from their activities. 


April, 1927 Nia 


8 See page 171. 
9 See page 170. 
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TRADE ASSOCIATION—SHOES 


TRADE ASSOCIATIONS—Op position to Legislation Affecting Shoe Industry. In 
1924 an association of shoe manufacturers learned that a bill authorizing 
the establishment of a shoe factory in a Federal penitentiary for the 
manufacture of shoes to be sold to the Army, Navy, and other govern- 
ment departments had been passed by Congress. Another bill to provide 
the necessary funds for the project had been reported by the House 
Appropriations Committee and was before the Senate committee. The 
association decided to combine with other shoe manufacturers’ associa- 
tions and with shoe labor unions to obtain a hearing before the Senate 
committee, in an attempt to render the legislation ineffective by prevent- 
ing the passage of the appropriations bill. 

(1924) 

The Cordova Association, with headquarters located in the 
eastern part of the United States, had a membership of over 300 
shoe manufacturers. ‘The association was an important force in 
the shoe industry of the United States. Its aims were to further 
the interests of its members and of the shoe industry in general. 
Since all statistics given out by the secretary were figures com- 
piled by the government, there was no possibility of violating the 
requirements of the Federal Trade Commission in regard to the 
collection and use of statistics for price fixing or for the curtail- 
ment of production. The main activities of the association were 
connected with legislation, transportation, foreign trade, public- 
ity, and industrial education. No uniform cost accounting plan 
or system of arbitration had been adopted. The membership 
included manufacturers of all types of shoes, from workmen’s 
low-grade boots to women’s novelty footwear. 

In 1924 a bill which authorized the establishment of a shoe 
factory in a Federal penitentiary for the manufacture of shoes 
to be sold to the Army, Navy, Indian, and other government 
departments was passed by Congress and signed by the President. 
No hearings on the bill at which the industry was represented 
had been held. Another bill to provide the necessary funds for 
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the project had been reported by the House Appropriations Com- 
mittee and was before the Senate committee when the Cordova 
Association first realized the significance of such a law. The 
advisability of attempting to render the legislation ineffective by 
preventing the appropriation necessary to put it into effect was 
then considered by the association. 

Nearly half of those shoe manufacturers in the United States 
who regularly filled government contracts were members of the 
association, but they formed not more than 10% of its total 
enrollment. The government annually contracted for about 
$5,000,000 worth of shoes. It was estimated that the labor cost of 
filling these contracts amounted to $1,250,000. Conditions in 
the shoe industry in the first three months of 1924 had been 
depressed, and the loss of government contracts would cause 
more workmen to be laid off. 

Although the association recognized the right of the govern- 
ment to reduce expenses wherever possible in order to lower taxes, 
it was not certain that a factory operated by prisoners inexperi- 
enced in shoe manufacturing would result in a saving. The shoes 
required by the government were of a plain type, but a degree 
of skill was necessary to make them, even with the most modern 
shoe machinery. During the time in which the prisoners were 
being taught to operate the machines, the cost of manufacture 
would be greater than the price at which the government could 
purchase the shoes. The quality of prison products, moreover, 
never was so high as that of regular manufacturers. 

Although only 10% of the members of the association were 
involved directly, if they were deprived of their market, they 
would compete with the remaining members in the manufacture 
of other types of shoes. The entire industry, therefore, was likely 
to be disturbed by the proposed legislation. The association, by 
combining with other shoe manufacturers’ associations and with 
shoe labor unions, could present strong opposition before the 
senatorial committee on appropriations. Progress in the shoe 
industry had been hindered in the past by disagreements between 
manufacturers and labor associations and also between manufac- 
turers located in the East and those in the Middle West. The 
secretary of the Cordova Association believed that these conflict- 
ing interests, by uniting in a common cause, might learn the value 
of cooperation. 


CORDOVA ASSOCIATION Igl 


Inasmuch as the law had been passed by Congress and signed 
by the President, the only permanent remedy was to have the 
law repealed; a repeal, however, would be both difficult and 
costly. All that could be done in March, 1924, was to obtain a 
hearing before the Senate committee and to try to persuade the 
committee not to appropriate money for the project. The cost 
of sending a delegation to Washington and of drawing up a brief 
for the committee was about $1,000. It would be necessary that 
important manufacturers who were prominent members of the 
association be sent to Washington to testify. The success of 
such action seemed doubtful, in view of the fact that the original 
bill had become law and that the appropriations bill had been 
reported favorably by the House Appropriations Committee. 
Even if the proposed plan were successful, the same problem 
would arise from year to year with each general appropriations 
bill. Several years might be required to obtain the repeal of the 
law. In the meantime, if the association decided to oppose the 
legislation, the expense of sending delegations to Washington 
would have to be met each time an appropriations bill was 
introduced. 

The Cordova Association decided to obtain a hearing in 
cooperation with other shoe manufacturers’ associations and with 
shoe labor unions in an effort to prevent the passage of the appro- 
priations bill. 


ComMMENTARY: Prison labor is from time to time a cause for lobby- 
ing by any trade with which it threatens to compete. There is a gen- 
eral agreement that prisoners should not be kept in idleness, and, of 
course, it is obvious that the number of trades in which they can be 
trained or trusted is limited. The general attitude of each trade 
experimented with is that some other trade should be chosen, and argu- 
ments usually are forthcoming as to the degree of skill required in the 
industry in question, the danger of its disruption by the competition 
of prison labor, and the like. Furthermore, there are constitutional 
and other difficulties involved in the attempt to keep out of any state 
the prison labor products of another. In view of this well-known sit- 
uation it is manifestly unfair for a legislature to make provision for 
prison labor in any industry without giving an opportunity for a hear- 
ing to that industry. 

It is true that in the present case, as in prison labor legislation in 
general, an attempt was made to keep the products outside the gen- 
eral channels of business. Thus, prison labor is used frequently in 
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making articles purchased by the state, such as automobile licenses, 
and the like. In this instance, the shoes spoken of were for the Army, 
Navy, Indian, and other government departments. Yet the com- 
modity was of exactly the same nature as that which was used in the 
general channels of business and was to be produced by the government 
in fairly direct competition with the industry. 

The procedure suggested here of calling together the industry and 
the labor involved therein to lobby against the appropriations bill after 
the principal bill was passed may seem strange, until we realize 
that the separation of the appropriations clause from the principal bill 
was purely a bit of legislative procedure and amounted virtually toa 
division of the bill into two parts for practical purposes. The merits of 
the case could be gone into in connection with the second part as well 
as the first, and though a legislative inconsistency might result from 
the passage of an act accompanied by the failure to pass a supple- 
mentary act necessary to put the first into effect, such inconsistency 
is by no means unusual in legislative history. A problem would be 
left for Congress at its next session to determine whether to repeal or 
modify the principal bill or to revive the bill in effect by further legis- 
lation. From a practical point of view, the organization of the lobby 
while the feeling of resentment in the industry was fresh might be 
worth while as a basis for further adjustment of the difficulty, even if 
there was little hope of defeating the appropriations bill of this session. 


July, 1927 N. I. 


BROOKVILLE ELEcTRIC Company! 


PUBLIC UTILITY—-ELECTRICITY 


PLrant Expans1on—Guaranty of Return to Public Utility Ordered by Pub- 
lic Service Commission. When a company supplying electricity for 
light and power refused to finance line extensions into a thinly settled 
rural district, residents of the district petitioned the Public Service 
Commission. The company submitted plans to the commision 
under which the company offered to finance the extensions, provided the 
customers paid a charge sufficient to meet the excess cost of the rural 
service. The commission, acting on the theory that the company had 
a duty to the entire territory included in its charter but that residents 
of isolated portions of the territory should not receive service at less 
than cost, ordered the company to make three of the four extensions 
requested, provided ‘the petitioners guaranteed the company an annual 
return specified by the commission. 


PLant ExpansioN—Financing by Public Utility. A company supplying 
electricity for light and power was requested by residents of a thinly 
settled rural district to extend its lines into the district. After mak- 
ing a detailed study of probable costs of construction and operation 
and probable revenue, the company offered to finance part of the con- 
struction if the residents would finance the remainder, or to pay the total 
construction on the investment. The residents refused the company’s 
offers and appealed to the Public Service Commission. 


PLant ExpanstoN—Refused because of Inadequate Revenue to Be Obtained. 
An electric light and power company, asked by residents of a thinly 
settled rural district to make line extensions into the district, refused 
to do so, because the probable revenue from the territory was inade- 
quate to justify the costs of the extensions and because the residents 
were unwilling to finance the excess costs of construction or to guarantee 
a satisfactory annual return to the company, 


(1922) 


In 1922 a committee representing the residents of a thinly 
settled rural district requested the Brookville Electric Company 
to make 4 branch extensions of its lines, totaling 11 miles, and 
to serve the new territory at the company’s established rates. 
The company agreed to make a careful survey of the situation 
and to furnish information to the committee as to costs and the 





1 Fictitious name. 
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terms under which the company would be willing to make the 
extensions. 

The Brookville Electric Company was a small utility organ- 
ized under the laws of the state of Vermont; it furnished elec- 
trical energy for light and power to the towns of Brookville and 
Hopedale, which were close to the New Hampshire state line. 
In 1915 the Princeton Power Company,” located in the city of 
Princeton, New Hampshire, just across the state line from Brook- 
ville, had acquired control of the Brookville Electric Company. 
In 1916, with the approval of the Public Service Commission of 
Vermont, the Brookville Electric Company had leased all its 
property, its rights, and its franchise to the Princeton Power 
Company for 99 years. Under the terms of this lease, the Prince- 
ton Power Company received all the revenues and assumed all 
the expenses connected with the operation of the Brookville Elec- 
tric Company, and paid 7% per annum on the outstanding capital 
stock of that company. 

The Princeton Power Company operated the Brookville Elec- 
tric Company essentially as one of the departments of the con- 
trolling company. The corporate organization of the Brookville 
Electric Company continued, however, since the territories which 
the two companies served were in different states. The Brook- 
ville Electric Company was amenable to the Public Service 
Commission and had the right to issue stocks and bonds. The 
Princeton Power Company expected its subsidiary to operate as 
a profitable unit; the controlling company, however, had either 
to bear any deficit resulting from the operations of the Brookville 
Electric Company or to pass the increased expense of operations 
on to the company’s customers in the form of increased rates. 
The gross revenues of the Brookville Electric Company were a 
matter of record, but the Princeton Power Company kept no 
separate account of the operating expenses of the subsidiary. 
The central station of the Princeton Power Company generated 
the energy distributed through both companies and the same 
schedule of rates for all classes of service applied in all terri- 
tories to which either company supplied electricity. 

Although Brookville and Princeton were in different states and 
a small river separated them, for all practical purposes Brook- 
ville was a part of Princeton. Hopedale, which adjoined Brook- 


2 Fictitious name. 
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ville, was a farming community, but the population in the district 
nearest Brookville was sufficiently compact to give it an urban 
character. Beyond lay a farming district sparsely settled and 
distinctly rural. It was into this territory that the committee 
of citizens had requested the company to extend its lines. 

The total number of the Princeton Power Company’s cus- 
tomers of all classes was 4,809, of which 849, or 17.65%, were 
located in Brookville and Hopedale. Exhibit 1 shows the distri- 
bution of the company’s customers by types of service and by 
location in 1921. 

EXHIBIT 1 


CUSTOMERS OF PRINCETON POWER COMPANY, AS OF DECEMBER 31, 
1921, CLASSIFIED BY LOCATION AND BY TYPE OF SERVICE 












































Miscel- |Brook-| Hope-} Prince-] New-|Bart-| Peace-| Arling- : 
Total laneous| ville | dale ton ton } lett | dale ton Davis 

BPOotaleaerah create sus. 4,809 8 6901 158 2,404 | 21 122 | 535 68 802 
Commercial lighting} 4,345 ae 638 149 25289 9 109 | 442 57 722 
Commercial power..| 393 ay 47 a 167 5 9 86 8 64 
Municipal street 

lighting......... TL) oe I ed I I I I I 5 
Municipal buildings AS ets 3 2 I5 4 2 6 I 10 
Municipal power... Oo} Dae 2 aoe 2 I I I 
RAN WAV Sie acces shciw 5 5 sake Eee dle aren tare ee 
MOPIBVES hs lard ems 3 2 er Leable 

EXHIBIT 2 


COMPARATIVE STATEMENT OF EARNINGS OF PRINCETON POWER 
CoMPANY, 1920 AND 1921 























z 1920 1g2I 
Operating Revenue.. $863,477.32 $713,754-14* 
Operating Expenses, Including Taxes and 
Depreciatloumneer eee ie enn ae 793,632.21 507,845.09 
$ 69,845.11 $115,909.05 
INonoperatingsRevente ence crit 8,925.78 6,981.17 
$ 78,770.89 $122,890.22 
Deductions: 
Interest—Bonds.......... $38, 300.00 $39,341.67 
Interest—Notes.......... BayAzta4 2 63,950.32 
; Aye Lega 2) 103,201.99 
INCOME OOS ee ote diet ay conan ae ss $ 7,049.47 $ 19,598.23 
* Derived as follows: 
Class of Service Amount Percentage of Total 
Gomimercialigightiie me miletveei-estscictenetn tales $193,732.47 27.0% 
@ommercial) Power,....250.00.+522008 eee 76,393.16 10.7 
MGshatlemharall SS npeyooe npeboopgboonodo TZ euo 33,782.96 4.7 
Street Railway. POWEl icici eit slere eles -belnlee els 315,347.28 44.2 
Electric Light Company Power...........-- 94,801.93 Tad 
Miscellaneous Revenue .......--+eeereeeee 696.34 O.1 





$713,754.14 100.0% 
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A comparative statement of operating revenues and expenses 
of the Princeton Power Company, including data for Brookville 
and Hopedale, for 1920 and 1921, and the condensed balance 
sheet of December 31, 1921, are given in Exhibits 2 and 3. 


EXHIBIT 3 


CONDENSED BALANCE SHEET OF PRINCETON POWER COMPANY, AS OF 
DECEMBER 31, 1921 














ASSETS 
PROPETC Yes eee wane seh ee Oleh enor ey tates ee sea $2 , 883,903.94 
Workein-proeressint weyacide eee ann eae cee 126,353.80 
Icibertys BOndSaeen secct rete cereal ae teen eee 450.00 
Cash sree caricnd be sence stus, ol agence cients Setanta eae: II,O0I2.97 
Accounts Recelvablen reper ues oe ae eae 138,901.90 
INotes Recelvablemaant tes tae take are ere 5,449.42 
Materiales cesar setter: cor aciinne tren See ae 185,206.77 
PrepaidgA ccountst ete a eee eee 30,138.96 
Wnadjusted Debitsias aes saci ae  eeee 15,038.28 
$3,396, 546.04 
: LIABILITIES 
Common Stock tet ee eo meine we ieee $1, 000,000.00 
Preferred: Stock ek wee) ceo teterey reais eines es 500,000.00 
BHuncdedtDebtecaras iar c6 eRe it neato: I,016,000.00 
INGtestPayablesoeiwcts.-ceencte cs Maeno eee 668 , 000.00 
ACCOUN tS: ba yablewasunercpa ete were mae yim ee 5Op5e 7537 
Unpaid: Enterestiaeccrac tore rc ene rapes 90,000.00 
Accrued Accounts— 
UM CCTESER . acbestitend aid crim aranteyean ayct on deameovora the hares 67,485.28 
Depreciation=erscrt ascent racete aco acer asie sens 25,808.94 
Miscellancouss emilee pice serge tein sets arate 651.90 
HRESEFVESCa ew Ss) cain ects Scenes. RoR RE Con lor ene 3,642.96 
Unadjusted Creditsaee reece iat TATE ae 
$3 , 423,689.78 
IDOL neen scence or ckteuccs the Ria Eee ener 27,143.74 


$3 , 306, 546.04 


A comparative statement of the total property account and the 
annual gross revenue of the Brookville Electric Company for 
the period from 1917 through 1921, together with the number 
of kilowatt hours of electricity annually metered to the company, 
appears in Exhibit 4. 

The total gross income from the towns of Brookville and 
Hopedale was $25,157.95 in 1921, of which $19,836.77, or about 
80%, was revenue from lighting. This revenue came from 787 
consumers, and represented an average revenue from each light- 
ing customer of $25.21 per year. The revenue per lighting cus- 
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tomer for all other territory that the Princeton Power Company 
served was $48.60. Exhibit 5 presents by classes of service the 
kilowatt hours which the Brookville Electric Company sold, the 
revenue, and the average rates per kilowatt hour for 1921. 


EXHIBIT 4 


ToTAL PropERTY ACCOUNT AND ANNUAL Gross REVENUE OF BROOK- 
VILLE ELECTRIC COMPANY, AND NUMBER OF KILOWATT Hours 
DELIVERED TO BROOKVILLE FEEDER, 1917 THROUGH I921 














Total Kilowatt Hours 
Ver Property Account Annual Gross Delivered to 
as of Revenue Brookville 
December 31 Feeder 
EQU poe = teas $31,467.23 $ 9,605.62 108, 980 
LOL Ce geene ore avstey: 33,304.14 not available 168,629 
IGE ee Oe ee 38,518.02 17,426.03 226,380 
TQ QO eer ees ahs 42,797.48 23,191.21 260,210 
LOD topes avis deyike 47,900.00 25,157-95 283,910 
EXHIBIT 5 


Kitowatt Hours SoLtp, REVENUE, AND AVERAGE CHARGE BY CLASSES 
OF SERVICE, IN BROOKVILLE ELECTRIC COMPANY, 1921 




















Gross REVENUE 
ERASE PER CUSTOMER 
CLAss OF SERVICE ESL OWnES REVENUE eae 
Hour Commercial] Commercial 
- Lighting Power 
Commercial lighting: (cents) 
abd rata ats cue let 3,409 $ 273.65 8.03 
Commercial lighting: 
Wreteri. 22 25 Maen ae ks 115,764 19,563.12 16.890 
Commercial power........ 51,697 2775032 5.37, 
Municipal Service......... 16,046 2,545.86 15.87 
186,916 | $25,157.95 13.46 
Community: 
Broolevillejaa meets sees 163,160 $21,607.47 I3.24 $26.75 $55.14 
iopedalemani deta ares 23,750 3,550.48 14.95 18.59 26.28 
TGOEAL Sie atccettecec teats 186,916 $25,157.95 





The Brookville Electric Company’s engineers prepared 
detailed estimates of the cost of constructing the four branch lines 
which the committee had requested. A summary of these esti- 
mates appears in Exhibit 6. 
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EXHIBIT 6 


LENGTH AND ESTIMATED Cost OF PROPOSED EXTENSIONS OF 
BROOKVILLE ELECTRIC COMPANY’S SERVICE 








Section | Length Eg 

TAG os te i ah oe oN her nt TRL eee 13,000 feet $ 3,684.70 
DIS EL crs ofA I ELOY Loe LTA td oe te ee 16,500 . 4,993-33 
BA avoun epenoteg ack aresuysnalc navshan nigh wensmants Cee teeta ame oa 8,000 2aAesS 
A cricaiacs Alaa atest tenes Meee harem Mien eee = 16,500 “ 4,908.65 
otal er cerca tee Preiae oe oe oe aera te ee | eee $15,961.01 


The committee stated that the company would secure 75 addi- 
tional customers if it made the proposed extensions. In the 
portion of the town of Hopedale already served or in which 
service was available, there were 335 dwellings, stores, and public 
buildings. Of this number 158, or 47.2%, were purchasing elec- 
tricity. The company’s gross revenue per consumer, in 1921, 
averaged $22.47. A survey showed that in the district in which 
the committee requested extensions there were 106 buildings that 
might be lighted by electricity, classified as follows: 


Permanent; Resid encess-en-yarer teeta eee en 94 
SUMMET, IESG ETICES separa Ente canteen I 
SCHOoIS Paden sroe Gen gine eects pera eee ee ee 4 
PSLHO) Sere icges ep Ne LA och Mer Ren ea es, eu en BP ae 
Post Office, Depot, Freight House, Cider Mill, Church (x each)... 5 
Dotal Wnty st pec ovis tees. Meola cettere CRC ae ee 106 
Vacant. Residences ter aia. wry tect acta ak eine a ee 4 
Psola ted’ Barns: a tear. ay tee een ors eee ee ee ee 2 


Since there seemed to be no reason for the company to expect 
a larger percentage of users or greater annual gross revenue per 
consumer in the districts seeking service than the company had 
obtained in the district it was serving, and since the number of 
potential consumers was not likely to increase, the executives 
believed that they could not secure more than 50 additional 
customers in the rural district. In making an estimate of annual 
gross revenue from the proposed extensions, the engineers used 
$25 as an average figure for the annual income per consumer, 
and thus secured a total of $1,250 per year. The ratio of invest- 
ment to gross revenue would be approximately 12.7 to 1 on the 
proposed extensions. The existing ratio of investment to gross 
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revenue for the Brookville Electric Company was 3.2 to 1. The 
same ratio applied to the proposed extensions would warrant a 
capital investment of not more than $4,000. 

In order to determine whether the Brookville Electric Com- 
pany could afford to make an investment of nearly $16,000 with 
a probable gross annual return of $1,250, it was necessary to 
figure the approximate net income of that company as distin- 
guished from the Princeton Power Company. The engineers 
could determine the cost of supplying service in Brookville and 
Hopedale upon the basis of the total cost to the Princeton Power 
Company of furnishing the same class of service in its whole 
territory. It was obvious that the costs of commercial and resi- 
dential lighting service bore little relation to the costs of service 
to consumers of large quantities of power. The rates for light- 
ing service, which were invariably higher than power rates, 
reflected this situation. 

The kilowatt hours billed to users of the various types of 
service by the Princeton Power Company, and the average rates 
for each type, in 1921, were as shown in Exhibit 7. 


EXHIBIT 7 


NuMBER oF Customers, Kirowatr Hours BILLED, AND AVERAGE 
CHARGE, BY CLASSES OF SERVICE, IN PRINCETON 
POWER COMPANY, 1921 


























Number Kilowatt Average Rate 

Class of Service of ours peer per Kilowatt 

Customers Billed Hour (cents) 
Commercial lighting. ....-.22.5.:.2-.5. 4,433 1,450,669 6.96% T3120 
Commercial power.........-++--+++++e- 401 1,860,249 8.92 4.11 
Municipal service.......0.5.esse-see ee 62 368,205 Tee gey 9.20 
Street railway power........+----+-+---: 5 II, 231,932 53.86 2.80 
Blectric light company.......--+++---+-- 2 5,940,369 28.49 1.60 
Tot cal ener emeheys cee Auore erred ons neuen aeness 4,903 20,851,484 | 100.00% 3.42 


If the company had only the seven power customers who were 
taking 82% of its output, a large part of its business organiza- 
tion, consisting of local officers, clerks, meter readers, solicitors, 
collectors, line men, and storekeepers, would be unnecessary; the 
cost of serving power consumers alone would be only slightly 
more than the expense of operating the power house. 

In order to obtain the kilowatt hour costs chargeable to the 
sale of electricity for lighting and for power in small quantities, 
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including the quantity which municipalities used for light and 
power, the company assumed that it should assign 80% of the 
following expenses to this class of service: 


LYANSINISSION Sap nc ae re ee else enero eee rete ee $ 12,203.28 
Distribution dace. So: Sc Oe ree eee Oe eee 28,042.07 
Uti zation in ei onuas ae mien oe ee ee 5,125.62 
Commercial sch pce te tet ren ono eee 3,066.68 
New: Business acuina tes 8 ee oer eee, ee 2,897.84 
General eaten cae cer naa ae ebro tale ree eee ee 37,097.52 
Miscellancousit oma et ac an oee rin cece ent ee roe 29,668.72 


$118,101.72 
80% = $94,481.38 


Application of this expense to the 1,818,934 kilowatt hours 
sold to commercial light and municipal service customers in 1921, 
gave an average cost per kilowatt hour of $0.0519. In making 
this estimate the company did not include the 1,860,249 kilowatt 
hours delivered to commercial power customers, since the com- 
pany considered this class of consumers to belong more properly 
to the group of users of power in large quantities. In 1921, the 
average switchboard cost for all energy which the Princeton 
Power Company developed was $0.0177 per kilowatt hour. Dur- 
ing the same year, the controlling company delivered 283,910 
kilowatt hours to the Brookville feeder, although the subsidiary 
sold only 186,916 kilowatt hours in Brookville and Hopedale; 
line and transformer losses accounted for the remaining 96,994 
kilowatt hours. The average per kilowatt hour production cost 
of the energy sold in Brookville and Hopedale, therefore, was 
$0.0268, and the total cost, based on these estimates, was: 





IBTOCUCE ON are. cere oink aeeere Sor eae $ 5,009.34 or $0.0268 per kilowatt hour 
Other: Costsa aessiy ts eer ne 9,700.94 Or 0.0519 ‘“ ff i 
PLO tall Ate cos Seca nonce ror een en ea ene $14,710.28 or $0.0787 “ ee e 


The property investment of the Brookville Electric Company, 
as of December 31, 1921, was $47,960, and the plant and line 
investment of the Princeton Power Company made for distribu- 
tion of energy in Brookville and Hopedale was approximately 
$32,000; the total investment in the subsidiary company, there- 
fore, was about $80,000. If the Princeton Power Company 
determined the share of its investment which was properly charge- 
able to rates in Brookville and Hopedale on the basis of the pro- 
portion of the annual peak which these communities required, 
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the amount would be about $38,150, and total property invest- 
ment of the two companies would be approximately $86,110. 
The figure of $80,000, however, was thought to be more reason- 
able. Company officials estimated that earnings of at least 12% 
on the investment were necessary to provide for depreciation, 
taxes, and a reasonable rate of return. Exhibit 8 shows the 
company’s estimate of earnings and expenses applicable to sales 
made through the Brookville Electric Company in 1921. 


EXHIBIT 8 


BROOKVILLE ELECTRIC COMPANY’S ESTIMATE OF EARNINGS AND 
EXPENSES APPLICABLE TO ITS SALES IN 1921 








Gross Revenues crenata teks. menrieo cae oAmationtaeas steer $25,157.95 
Deductions: 
Energy Charges 
186,916 kilowatt hours at $.0787 per kilowatt hour... $14,710. 28 
7% Return, Depreciation, and Taxes—12% on $80,000 9,600.00 


24,310.28 


iBalance:ton Gonting enciesmyarerr mn oie nee ae $ 847.67 





This was the first time that the Brookville Electric Company 
had received a request to extend its lines into a rural territory, 
but the Princeton Power Company had met similar situations 
several times. It had been the policy of the Princeton Power 
Company, when making extensions, to give service at the regular 
rates, but to require the new customers to pay any excess cost 
of the extensions above the amount upon which the established 
rate was a fair return, or to guarantee an annual payment to 
the company of 25% on the investment in the extensions. 

The Brookville Electric Company decided to follow this policy, 
and, therefore, notified the committee that the company would 
make the four branch extensions if the prospective consumers 
would pay the difference between the cost of construction and 
the $4,000 which the company was willing to invest, or if they 
would guarantee to the company an annual payment of 25% on 
the total investment in the line extensions. The committee 
rejected these proposals, stating that prospective customers would 
contribute nothing toward the proposed extensions, and informed 
the company that it would take the matter to the Public Service 
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Commission unless the company agreed to finance the requested 
extensions. 

In previous cases involving requests for rural extensions, the 
commission usually had followed the principle set forth in a 
former decision which read, in part, as follows: 


What is or is not a reasonable extension can only be determined 
from the facts ineach case. Where a utility serves a community it 
should consider its obligation to serve the entire district described 
in its charter and should so plan its affairs that it will be able to do 
so. It cannot select and serve only the profitable portions. 


The Brookville Electric Company decided to refuse the request 
of the committee on the ground that the probable revenue from 
the undeveloped territory would be inadequate in view of the 
cost of the extensions, and that the company was not in a posi- 
tion to secure funds through the issue of further capital stock 
or through any other method. 

The committee, therefore, took the matter to the Public Service 
Commission. The company, after studying the policies of public 
utility commissions of several other states with respect to rural 
extensions, expressed its willingness to serve the petitioners either 
under the plan adopted by the Illinois Commerce Commission 
or under the rules for electric rural extensions laid down by the 
Railroad Commission of Wisconsin. Adaptations of these plans 
to the Brookville and Hopedale extensions were worked out and 
submitted to the Vermont Public Service Commission in support 
of the company’s case. These plans were as follows: 


PROPOSITION FOR RURAL SERVICE 
WISCONSIN RAILROAD COMMISSION 
OUTLINE oF PLAN 


Cost Basis of Development 

The rural business of an electric utility should be developed on such 
a basis that it will be self-supporting within a reasonable length of 
time in order that no undue burden be placed on urban consumers. 


Financing by Utility 

The plan whereby an electric utility finances all rural extensions 
and charges a rate commensurate with the cost of service has many 
advantages, but at the present time this method of financing is imprac- 
ticable for most utilities, and in such cases the commission cannot 
reasonably require extensions of lines by the utility. 
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Financing by Consumers 

To encourage the development of rural electric service, not only 
must the business be permitted to earn the same rate of return as is 
reasonable for the urban business, but the utility must be permitted 
to make terms as to financing which will make possible the immediate 
investment of considerable sums of money in rural extensions without 
taxing the resources of the utility for securing capital. 


Financing by Consumers 
In case of rural electric extensions, it is not unreasonable to require 
the consumer to furnish the cost of the extension of the line. 


Financing—Refund Plan 

The plan whereby rural electric consumers are required to advance 
the cost of the line and receive a refund on their service bills, until 
the amount advanced has been refunded, has the advantage of elimi- 
nating the question of financing and permanence of the new business, 
but does not possess the advantages which result from a high initial 
charge and comparatively low rates, and it either keeps the utility 
from part of its legitimate return or makes it necessary to market 
securities from time to time to take care of the purchase of the line 
from the consumer on the partial payment plan. 


Apportionment of Cost to Various Consumers 

While strict justice seems to demand that no consumer should be 
required to pay more for an electric extension as the member of a 
group than he would as an individual subscriber, a rural extension 
should so far as it is practicable be considered a community enterprise 
in which all will benefit equally. 


Financing by Consumers—Partial Payments 

A plan by which rural consumers might, in cases of necessity, pay 
their share of the cost of an extension by partial payments, would be 
of advantage both to the consumer and to the utility since it would 
aid in effecting the ultimate development of the rural line as early as 
possible. 

To encourage the development of rural electric service, eliminate 
the present reluctance of many utilities to engage in this class of business, 
and enable rural districts to secure service, the business must not 
only be permitted to earn the same rate of return that is considered 
reasonable in the urban portion of the utility’s business, but the 
utility must be permitted to make terms as to financing which will 
make possible the immediate investment of considerable sums of money 
in rural extensions without taxing the resources of the utility for secur- 
ing capital. 

It is quite likely that under present conditions a utility would be 
forced to pay a higher rate of interest to secure funds to finance an 
entire program of rural extensions than the average rural consumer 
would be required to pay to finance the comparatively small amount 
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represented by his individual share. As this interest rate would be 
reflected in the rate paid for service, it is to the advantage of all con- 
cerned that the required funds be secured at as low a rate as possible. 

The Wisconsin Utilities Law requires that all utilities shall file with, 
and as part of, their rate schedule all rules which in any manner affect 
the payments to be made for service, and the rules specified in this 
order were filed by the companies mentioned in compliance with this 
provision of the law. Any other rule which complies with the require- 
ments of the utility law, imposes no undue burden on the rural 
consumer, and provides a return for the utility such that the urban con- 
sumer will not be required to carry any deficit which may result from 
the rural business, will be accepted just as readily for filing. 

The application of the rules specified in the order is at the present 
time being carefully studied by the commission’s staff, and changes in 
these rules will be recommended in case our study indicates that such 
changes are desirable. 

A number of inquiries have been received regarding the basis of the 
rate proposed by these rules. The intent of the rate is to provide a 
rural charge which will take care of all the excess fixed charges and 
operating expenses due to the nature of the rural business, and which 
will, when paid, place the rural consumers on exactly the same basis as 
an equivalent urban consumer, and make the urban rate applicable. 
To cover the fixed charges and excess operating expenses, a return of 
10% on the construction cost of the extension is necessary. 

This is made up as follows: 


Depreciation ese. ees tee oe ate a ee eee 4% 
SL BR OGM are tant ae ea em et ee eer er a ae 14% 
RECUPIL bance ihe cn ee ee hee eee 2% 
Excess Opera ting lixpense ann nays ee 216% 


If 10% of the total construction cost is used to determine the annual 
rural charge, we have duplicated the fixed charges which are covered 
presumably by the urban rate. 

We must deduct, therefore, the normal return, depreciation, and 
taxes on an amount of construction necessary to serve the average 
urban consumer. A tabulation of data obtained from valuations and 
reports of 25 utilities indicates that the average investment in distri- 
bution systems is twice the average lighting revenue per consumer. It 
was considered that average lighting revenue per lighting consumer 
would represent fairly well the average rural revenue, as the business 
lighting in the city offsets the small power of the rural consumer. 

The usual allowance for the above items is as follows: 


REGU Sifizeien tras he quate nk Pee ae ee ne 8% 
DED Teeia TON, nda cara lene 6 ae 4% 
EA KOS fot iuhtecd aia varah nu cuds vsladba ik ee erage 14% 


_ We must, therefore, deduct 1314% of the average investment in 
distribution system per urban consumer to care for this duplication, 
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and for the purpose of this rule the deduction has been considered as 
1344% of two times that part of the annual revenue from the extension 
which is computed at the regular urban rate. 

Losses: 

It is assumed that the total primary loss, transformer copper loss 
and secondary loss in rural service, is equivalent to the total losses in 
urban service. 

This leaves the transformer core loss as an excess loss in rural service. 
This core loss is a steady load and should earn a low rate. Its power 
factor is low, but the commission felt that no profit should be earned on 
this portion of the load. 


APPLICATION OF WISCONSIN PLAN TO HOPEDALE SITUATION 


Section No. 1 


Total Cost of Construction Figured on Wisconsin Plan....... $4,028.99 
Number of Customers on Line Estimated................... IO 
Construction Cost per Customers.) eee oft ee $ 402.89 
Rural Charge—1o% of Total Construction.................. $402.89 
iPlusmeraTstorme:s [LOSS epntee eee ia eee Meer icin emo ale I5.75 
otal preter se ett ete cet Mee ome ae ed attic ett eis ae ae $418.64 
Deduct 13}¢% of the amount the company would spend— 
STCO PCIECUSTOT ET ME ARID SON: ee Bake ee 135.00 
$283.64 
TOLBEOKCUSLOIMETS. Olre nee bere See rie ae eee ee $ 28.36 


per customer per year equals $2.36 per customer per month 


SEectTion No. 2 


Total Cost of Construction Figured on Wisconsin Plan....... $5,414.00 
Number of Customers on Line Estimated................... 18 
Commuter Coste jare (Cmieivonee, 05 casacuecucaebaausoh oon $ 300.00 
Rural Charge ro jfotlotaln@onstructioneuay eee nite ae $541.40 
Plussiranstormen Oss qe een See nce hee ican eae 22.26 
PLG ta Ie aerraan cts eter sane tans ore er ane Pema et een Ld sh ahr, $563.66 
TES, ES GNOME Ee TeOMe ttas tro 6 om Ge Da 6 Be RO Ee op ee 243.00 
$320.66 
FOTALSECUSLOMCI'S > Of aa tee ae Wenn ei eet nee $ 17.81 


per customer per year equals $1.48 per customer per month 


Section No. 3 


Total Cost of Construction Figured on Wisconsin Plan....... $2,507.47 
Number of Customers on Line Estimated................... 7 
Construction Cost per Customer per Year................... $ 371.07 


Rural Charge—$25.43 per customer per year, or 
$2.12 per customer per month 


Section No. 4 


Total Cost of Construction Figured on Wisconsin Plan....... $5,388.66 
HstimaveduNumberon Customers) eee nnn enn ioe Slee 12 
Woustructions Costeper: Customer eet te oie $ 449.05 


Rural Charge—$33.26 per customer per year, or 
$2.77 per customer per month 


206 HARVARD BUSINESS REPORTS 


PROPOSITION FOR RURAL SERVICE 


Issuep By ILLINOIS COMMERCE COMMISSION 


Rules covering the construction, ownership, and maintenance of 
electric distribution circuits in rural districts and establishing the basis 
of rates for such service have been issued by the Public Utility Com- 
mission of Illinois under General Order No. 59. 


CLASSIFICATION OF RuRAL CONSUMERS 


Rural Consumer Defined. A rural consumer is defined as any con- 
sumer, except industrial light and power consumers, located outside of 
corporate limits of an incorporated municipality. 

Rural Consumer Classified. Rural consumers are divided into three 
classes. 

Class r. Those prospective rural consumers who shall organize a 
corporation for the purpose of constructing the lines necessary to fur- 
nish the service and who propose to render such service to all appli- 
cants along the routes of the said lines. 

Class 2. Those prospective rural consumers who have formed a cor- 
poration, organization, or association of a strictly mutual character for 
the purpose of operating without profit for the securing of electric 
service to stockholders alone. 

Class 3. Those rural consumers who contemplate receiving electric 
service as individuals, that is, those consumers who expect the electric 
utility furnishing the service to furnish a meter for each consumer, and 
to read these meters and collect each consumer’s bill separately. 


OUTLINE OF CLaAss 3 PLAN 


Ownership and Maintenance of Lines. Arrangements must be such 
that title to lines and equipment, when completed, will rest in the 
electric public utility and said utility shall be responsible for their 
maintenance, operation, and replacement. 

Additional Customers on Existing Lines. It must be agreed between 
the utility furnishing the service and the consumers along any pro- 
posed distribution line that additional consumers along the route of 
said line shall receive service if applying for the same upon a non- 
discriminating basis. 

Expense of Construction. Proposed distribution circuits for this 
class of consumers may be constructed at expense of either the utility 
ns prospective consumer, according to the rules filed by the electric 
utuity. 

Rates to Industrial Rural Consumers. All rates for service to indus- 
trial rural consumers shall consist of a service charge in addition to the 
regular urban rates. 

Service Charge. Amount of service charge shall represent the excess 
cost to the utility of furnishing the rural consumer with the class of 
service which he demands over the cost to the utility of furnishing 
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the same service to a like consumer in urban territory, including such 
items as are ordinarily represented by the minimum bill. 

Uniformity of Service Charge. Service charge to each consumer on 
the same line shall be identical except such portion of the service 
charge as may vary between individual consumers on account of the 
difference in size and cost of their transformer and meter installations. 

The service charge to consumers on different lines may vary as the 
expense to the utility of furnishing service over the different lines shall 
vary. 

Rate for Energy Used. The rate for the energy used by individual 
consumers shall be the same rate, including demand charges, if any, 
as charged to consumers demanding the same class of service in the 
municipality from which the service is furnished. Those items ordi- 
narily covered by the minimum bill in urban service are included in 
the service charge. 


APPLICATION OF CLASS 3 TO HOPEDALE SITUATION 


We assume an average per consumer of $25 per year. Company 
will spend $100 per customer for extension.* 


SEcTION No. 1 


pRocalwly eng Chtok Dir Cvere ye ckacecctp nts ciety st hk a arceern tat ees Me meee ne 13,000 feet 
Num beEol@onsumerst sume te Unease er wets oie tame ie ener ieee 10 

HetinatedeLotaCost gpere mete tra eee een ees ee oe $3,684.70 
Gompativa Would Penden cet ves tssue Popes con sons Sects cucu a ep eu niet Usieye eyrieen I ,000.00 
EX CESSU CC OSL TEs Omens ctu te ae erat a DI ea RHE ae COE $2,684.70 


In other words, the company would spend $1,000 to serve 10 
consumers at our regular filed rate. Additional investment, or $2,684.-~ 
70, must be covered by a service charge, which will include Net Return, 
Taxes, Depreciation, or 13%. On account of additional transformer 
core loss, we increase this item to 1319%. 


Amount to be covered by service charge— 
$2,684.70 X 1314 % equals $36.24 per year to each of ro customers. 
Per month—$3.o2 


Or— 3.00 
Section No. 2 
Rotalevengthrowmlinesmae te aoe ert cme cl aelas. ce eaaener 16,500 feet 
Numberio: Consumers) lstimatedan. metered. ccs eras 18 
istumateds Lotal: Costs ss. msm erie siianshiere a aa cin Oe cic eis Oia eanyresataiy $4, 993-33 
Company WOU S\OeNGl. ogo ccocanans decors gncacdococcacwoncoos 1,800.00 
EX CESGH OSU RM moe ici eet chata re ounensyeanias Cart eneceNoleneweg Mel es domrcnre icra « $3, 193. 33 


Excess cost $3,193.33 X 1314% equals $24 per year to each of 18 consumers, 
or $2 per month. 





3 The ratio of fixed investment to gross income of the Princeton Power Company 
was approximately 4 to 1. The company, therefore, was willing to spend on the 
extension four times the estimated gross revenue. 
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Section No. 3 


Total. Uength of Lime. a sets pernsemte hae lee eran aie eee 8,000 feet 
Number of Consumers Estimated que ceteris renter tert era 7 

Estimated -Fotal Coste. cmt roe ro ohnessie che aetna eure ener $2,374.33 
Company Would Spend...............20 sce eee e eee cent tects 700.00 
ExcessxCosts nticiencniaieal ne ae ioe ler ae egetar een eae eek $1,674.33 


Excess cost $1,674.33 X 1314% equals $32.29 per year to each of seven con- 
sumers, or $2.69 per month. 


Section No. 4 


Rotal; engthvotiner many etee eesti ere aerate ten ete i ner 16,500 feet 
Numbenot Consumiersel stint ea erseete raver seere eset ienn wares oie I2 

Hstimatedel otalyC ost sy mer moe eee ee ea $4,908.65 
Gompany, Would! Spend eeene rr ei tert rel tes ed eee I, 200.00 
FEIKCOSS SCO St artes eee Oe eee ae ee oct Sentero ermine skeet gone $3,708.65" 


Excess cost $3,708.65 X 1314% equals $41.72 per year to each of 12 consumers, 
or $3.48 per month. 


Potal Costssametccracr even otaese a eeereae) oarkolsda siete shed uae ene etree cnet Meters $15,961.01 
Companys Would. Spend aren tee ean ei rte te ane ee 4,700.00 
Total Excess: Cost sqrt eines) aa ee ee RL aE aeRO ei eRe ease ee $11,261.01 


$11,261.01 X 1314% equals $1,520.23, or $32.24 per year to each of 47 con- 
sumers, or $2.695 per month. 


The Vermont Public Service Commission, however, ordered 
the Brookville Electric Company to make three of the four exten- 
sions asked for by the petitioners, Sections 1, 2, and 3, presented 
in Exhibit 6, provided the prospective customers would guarantee 
an annual gross revenue to the company of $1,300 for at least 
three years. The commission held that the company should allo- 
cate 73%, rather than 80%, of the total nonproduction cost to 
the small customers, and that the company should class the 
commercial power customers with the commercial lighting and 
municipal customers. ‘The commission also made changes in the 
various items of expense so that these totaled $101,039 instead 
of $118,101.72. The per kilowatt-hour cost which this body 
arrived at, therefore, was $0.0220. On the other hand, the com- 
mission found that the property investment in the Brookville and 
Hopedale sales was $86,110 instead of $80,000, the company’s 
figure. On this basis, the operating expenses and net return of 
the Brookville Electric Company would be as shown in Exhibit 9. 

The Public Service Commission’s estimate would leave, after 
the payment of the 7% which the lease to the Princeton Power 
Company provided that the stockholders of the Brookville Elec- 
tric Company should receive, a net profit of 7.6%, or approxi- 


mately $6,500 annually, on the Brookville and Hopedale sales for 
the lessee. 
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EXHIBIT 9 


PUBLIC SERVICE Commission’s EsTIMATE OF EARNINGS AND EXPENSES 
APPLICABLE TO SALES MADE THROUGH THE BROOKVILLE 
ELECTRIC COMPANY IN 1921 








CEOSSMEVELUC rs, ein tite Me Te ape ae Le ee lak re ak $25,158 
Energy. Charges 186,916 kilowatt hours at $0.0488.............. $9,122 
Wepreciationtand Maxess 4.7770 Onn Ose pe ieee ee een 3,444 
Operatin salixpensestamy tee cee mens ect ete ak 12,566 
INGUIN CUTH  Menee te es Re Pn er ein ci Meee eee) ue kx Sad ats $12,592 
Rem Cent on Property, Investments enna ae alan hee eae 14.6 


From figures furnished by the company, the commission found 
that the Brookville Electric Company’s volume of sales each 
year since 1917 had increased far more rapidly than the com- 
pany’s property investment. On the basis of the 1917 condi- 
tions the commission found: 


. ... that the property investment as of December 31, 1921, is 
52.4% higher than for December 31, 1917. In 10921, the total 
number of kilowatt hours sold by the Brookville Electric Company 
was 160.5% more than in 1917, and the revenue for that year was 
162% higher than in 1917. Comparisons of the intervening years 
show substantially the same general relation existing throughout 
the period. It is, therefore, evident that the volume of business 
done each year has increased at a much more rapid rate than the 
increase in investment necessary in obtaining this additional 
business. Consider the large amount of new business obtained 
in the past for a comparatively small investment in connection with 
the statement of the company that only 47.2% of the dwellings in 
Hopedale directly available for service are being served. It is 
then further evident that there must be a large number of pro- 
spective customers who can be reached witha small capital outlay, 
thus assuring the company a field wherein there is opportunity to 
continue, for some time to come, approximately the same ratio 
between increased volume of business and increased investment 
as has existed in the last two or three years. 


The commission stressed the fact that the company, by its 
charter, was organized to furnish service in the towns of Brook- 
ville and Hopedale, and that the whole territory which the com- 
pany was authorized to serve ought to constitute the unit in 
which the commission required the company to render service, 
with the provision, however, that the isolated portions of the 
territory should not receive their service at less than cost and 
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thereby make it necessary for other portions of the territory to 
pay excessive or unreasonable rates. 
The order of the commission read, in part, as follows: 


We shall, therefore, in our order in this case, require that a portion 
of the extensions asked for be made, but our order will not embrace the 
section of the town designated as Section 4. 

According to computations submitted by the respondent company 
the distances are as follows: 


DECLION libs cat one. tee 13,000 feet 
SCCLION, Qasaucers sae ere uae en ere 16,500 feet 
DBECHON Sasi. adds uate ras cage 8,000 feet 


37,500 feet = 7.1 miles 


According to computations of our engineering department, assuming 
35 customers, the cost of each mile of construction will be about 
$1,577. Seven and one-tenth miles, therefore, will cost $11,200. The 
company’s officials estimate the cost for this same distance to be 
$11,052.36. The company receives an income from the Brookville- 
Hopedale district on 186,916 kilowatt hours at a cost of $0.0488 for 
each kilowatt hour. Eighty per cent of the income received is from 
lighting customers (residences), according to the company, with the 
resultant of an average cost for power as follows: 

Eighty per cent of 186,916 kilowatt hours = 149,533 kilowatt hours 
used by lighting customers, of whom there are 787, according to the 
company’s statistics, each thus using as an average 190 kilowatt hours, 
whose cost at the rate of $0.0488 amounts to $9.27 per annum, which 
cost would gradually diminish as the number of customers increases. 


Upon the basis that the newly constructed line will cost 


PLT, 200, 4. 7 VgaretUlty BIVES! so. eee ee ee eee $ 784.00 
47 taxes and ‘depreciation!’ :s. 1.0. (eck eee 448.00 
Cost of current (35 customers at $9.27)............. 324.45 
$1,556.45 

Revenuetse customers at 25 ea aa aa 875.00 
DehGlt ie. es < oo hye ee nce one eae $ 681.45 


It should be borne in mind that there is an individual cost for each 
customer, consisting of his proportion of the transformer, the service 
loop, and his individual meter, making it necessary to consider the 
probable number of customers in reaching a safe estimate of probable 
cost. 

As a corollary to this, it is obvious that the deficit of $681.45 would 
not be met by the community by providing 27 new customers at $2 5 
annual income, because from the $675 thus obtained must be deducted 
the cost of current to each customer, amounting, according to our fig- 
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ures on the basis of $9.27 each, to $250.29, to which should be added 
a reasonable return upon the amount invested by the company for 
transformer, meter, and other expenses incidental to the installation 
of each individual service. Hence it will appear that 62 new customers 
do not collectively bear the burden of the installation of the new line 
which is embraced in this order. 

Assuming the average revenue per electric lighting customer per 
year to be $25.21 for Brookville and Hopedale, it would take approxi- 
mately 106 additional customers at $25 a year to produce a fair return 
and equitably meet this situation so far as this particular extension 
is concerned, and even after taking into account a probable additional 
revenue from power and municipal lighting, a deficit in the operation 
of this extension is probable. But when we consider this extension as a 
part of the Brookville-Hopedale unit, it would appear that a part of 
this deficit at least can be absorbed by the district as a whole without 
placing any undue burden upon that portion of the community now 
being served, or upon the company itself. 

Nevertheless, we believe that justice requires our decree to provide 
that the people of this vicinity shall support this enterprise loyally 
in order that they and their neighbors may derive the benefits of this 
service. Accordingly, we feel constrained to require a guaranty of a 
reasonable use of this new service by the people along the proposed 
line. Any particular amount required as a guaranty in this or similar 
cases must of necessity be in the nature of an estimate. 

Upon a careful consideration and review of all the facts and circum- 
stances in this particular case, we are of the opinion that a guaranty 
of $1,300 annual gross income extended over a period of at least three 
years would be fair to the company and not an unreasonable require- 
ment to impose upon the prospective customers. In not requiring the 
other extension asked for, to be made at this time, we do not intend 
to definitely determine that such extension, or at least a part of it, 
ought not to be made in the future. 


ComMENTARY: This case is an interesting illustration of the practical 
working of regulation in the public utility field. The refusal of the 
company to make the extensions was based upon cost allocations which 
gave a misleading picture of the results which might be expected, 
because the service of the whole system of the Princeton Power Com- 
pany was produced at a joint cost and in order to determine whether 
an extension would result in a profit or a loss, the increment cost method 
should have been used. This method starts with the whole income and 
the whole cost of the whole service prior to the extension and proceeds 
to estimate for each subsequent year the new income that would be 
received and the new expense that would be incurred if the extension 
were made. The expenses include only actual out-of-pocket expenses, 
including the actual cost of the new money and the actual depreciation. 
If this method had been used, it would have appeared that within a 
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short time the proposed extensions would probably have increased 
the company’s profit and were therefore justified. 

The decision of the commission, while apparently based on the cost 
allocation method, is obviously influenced by an uneasy feeling that it 
does not show the whole truth. This appears in the references to the 
growth of output and income as compared with property investment, 
and if this line of thought had been followed through, a statement of 
the real increment costs would have been worked out which would have 
shown the situation in its true light. 

The decision of the commission that the extensions must be made 
was clearly sound, although the reasons by which it was supported 
are not convincing. 


November, 1929 Pace 


Owens GaAs Company! 


PUBLIC UTILITY—GAS 


Expansion—Purchase of Unprofitable Public Utility. A gas company which 
was operating at a profit decided to purchase the plant and equipment 
of an unprofitable utility supplying gas in an adjoining territory and 
to make additions to its own plant and an extension to one of its pipe 
lines in order to serve that territory. After making estimates of oper- 
ating expenses and profits at existing and reduced rates, the company 
believed that it could make the territory profitable by improving the 
service. Thereby it could protect itself through diversification of cus- 
tomers against an inevitable business depression in its own territory 
and against seasonal fluctuations in sales. 


SERVICE—IMPROVEMENT OF —To Promote Sales of Unprofitable Public Utility. 
A gas company, which had an opportunity to purchase the plant and 
equipment of an unprofitable utility supplying gas in an adjoining 
territory, estimated that the territory could be made profitable through 
reasonable expenditures for deferred maintenance, which, by improving 
the service, would improve public relations, and through active solicita- 
tion of customers. 


(1923) 


In July, 1923, the Kensington Gas Company’ offered to sell its 
plant and equipment to the Owens Gas Company for $110,000. 
The Owens Gas Company supplied gas to Fairfax, an industrial 
city of 55,000 population. By means of a 4-inch, high-pressure 
pipe line, this company also furnished gas to Radnor, a town 7 
miles from Fairfax in the direction of Kensington. 

The Owens Gas Company had a plant capacity of 2,000,000 
cubic feet daily, and sold approximately 400,000,000 cubic feet 
of gas per year at a flat rate of $1.25 per thousand cubic feet. 
The company’s gross profit in 1922, after the deduction of operat- 
ing expenses and taxes but before interest and depreciation, had 
been $140,000 on a total investment of $1,250,000. The company 
paid 9% annual dividends on approximately $700,000 of common 
stock; the company had no bonds or notes outstanding. The 
dividend requirements of the Owens Gas Company were approxi- 





1 Fictitious name. 
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mately $64,000 yearly. The company’s management was success- 
ful and had established friendly relations with the public. 

The Kensington Gas Company served twotowns: Kensington, 
11 miles from Fairfax, with a population of 10,000, and Seymour, 
with a population of 1,600, 4 miles from Kensington and 15 miles 
from Fairfax. This company had a plant capacity of 190,000 
cubic feet daily, and sold approximately 25,000,000 cubic feet 
of gas per year. Rates ranged from a maximum of $3.00 per 
thousand cubic feet to $2.20 per thousand cubic feet, the charge 
to customers using 5,000 cubic feet or more of gas per month. 
The total investment, as shown by the company’s books, was 
$180,000. In 1922 the company’s operations had resulted in a 
deficit of $9,000. The service was so unsatisfactory that many 
customers had discontinued the use of gas, and the public was 
antagonistic to the company. 

An examination of the Kensington Gas Company’s plant 
showed that the Owens Gas Company could produce gas in Fair- 
fax and transmit it to Kensington from Radnor, through an 
extension of the existing pipe line to Radnor, at a cost lower than 
the production cost of the Kensington Gas Company’s plant. 
The main to Radnor, furthermore, was of sufficient capacity to 
permit the Owens Gas Company to operate that main at a 
pressure of 60 pounds per square inch and thus to supply gas 
not only to Kensington but also to Moorhead, through the Moor- 
head Gas Company,’ which wished to purchase 50,000,000 cubic 
feet of gas annually. Moorhead, a town of 15,000 population, 
was so situated that the Owens Gas Company could reach it by 
tapping the proposed pipe line near Kensington. 

The distribution system of the Kensington Gas Company 
required extensive repairs; 20% of the gas produced was unac- 
counted for because of losses in distribution and errors in meter- 
ing. The Owens Gas Company believed that it could reduce the 
quantity of gas unaccounted for from 20% to 10% in three 
years, if it spent $22,000 for meter repairs, replacement of mains, 
and other deferred maintenance. The company expected that 
gas produced in Fairfax and transmitted to Kensington would 
have to be enriched to allow for losses in calorific value resulting 
from high-pressure transmission. In order to sell gas to Moor- 
head, the company would have to enlarge the Fairfax plant. 





2 Fictitious name. 
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EXHIBIT I 


ESTIMATED FINANCIAL REQUIREMENTS AND RESULTS OF OPERATION OF 
OweENs GAs CoMPANY WITH MAINTENANCE OF EXISTING RATES 






























































Operation in Fairfax Only 1923 1924 1925 
Grosssarmings se wares ae eee wee $554,480 $582,000 $610,000 
Operating E xpensecaasa: ater erir 401,327 420,000 440,000 
Balance pero i ac he Re tie oer ect: $153,153 $162,000 $170,000 
LAXCS asa So eo eh oan at 46 , 600 49,000 51,300 
Balance Grossi erotb si eemrties eeee $106,553 $113,000 $118, 700 
Cash Requirements (New Capital)...... ($20, 000) ($40, 000) ($60, 000) 
PaO eMC CTC Lice nteey Mann Kade ec ieps sak fore es 1,400 2,800 4,200 
Balance for Dividends and Depreciation.) $105,153 $110, 200 $114, 500 
Depreciation sear were eros vie: 27,224 29,100 30, 500 
Balancenom Dividends verge a toce ee $ 77,929 $ 81,100 $ 84,000 
Approximate, Dividend Saewe eer ace 64,000 64,000 64,000 
STOLL S eae nace ti emcee aaa Rekeawrse sects ia $ 13,929 $ 17,100 $ 20,000 

Operation in Fairfax, Kensington, 
and Seymour 1923 1924 1925 
(Grossewaimine sy. tere ea dee coer $612,930 $644,800 $682, 300 
Operating el xpenses see sere eer iene en 447,027 466 , 300 487,500 
BD alana Meme mtog Prete ote sc hea e yoteee es eanl> $165,903 $178, 500 $194, 800 
BD aeG mene ress others, onc Giskonce ceed antieen nish 51,500 54,100 57300 
Balancel(Gross Profit) see 7a. 32 $114,403 $124,400 $137,500 
Cash Requirements (New Capital)...... ($180,500) | ($208,620) | ($238,670) 
ee CMM ELES Une eves eRe aeacs eas a Seles Soacac) op 12,635 14,603 16,707 
Balance for Dividends and Depreciation.| $101,768 $109, 797 $120, 793 
Weprecia lO Neer Mi ict rite treat: 30,647 32,240 34,115 
Balance tor Dividends. 22). a. -.-.5- «55 $ 71,121 Saye 7eS 57 $ 86,678 
Approximate Dividends............... 64,000 64,000 64,000 
SU) LS eee ROC Reta amare ect eC See eee $ 13,557 $ 22,678 
Operation in Fairfax, Kensington, and 
Seymour, with sale of gas to Moorhead 1923 1924 1925 
Grossebiarnines rr ater ee te ieee $662,430 $696, 500 $736,000 
Operating Expenses...........-....... 470,227 497,000 519,700 
Balan Cem na celrcetincn. cra cae aes eesti $186, 203 $199, 500 $216, 300 
PAX CS Mey Er sean TEM ce ie cio ruta Reeloachs 55,500 58,500 61, 800 
Balance (Gross Profit)......4.25.-5--% $130, 703 $141,000 $154,500 
Cash Requirements (New Capital)...... ($360,650) | ($388,770) | ($418,820) 
Tie pmlc hes tem staat renter ents 25,246 27,214 Zona 
Balance for Dividends and Depreciation.) $105,457 $113, 786 $125,183 
Wepreciation en aaee eee eerie BB) 34,825 36 , 800 
Balance for Dividends...............- $ 72,335 $ 78,961 $ 88,383 
Approximate Dividends............... 64,000 64,000 64,000 
SHIA ALNCK, « oomedle a dolared clo ninpoane Sdadcon $ 785335 $ 14,961 $ 24,383 
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The executives, however, believed that additional equipment 
would be necessary in 1925 to insure continuity of service to 
Fairfax alone. If the company made the purchase, the imme- 
diate capital required would be $180,000, which included $70,000 
for additions to the plant and extensions to the transmission lines 
in addition to $110,000, the purchase price of the Kensington 
Gas Company. The Owens Gas Company could raise this 
amount by the sale of stock or bonds. Exhibit 1 presents the 
company’s comparative financial estimates, based on the assump- 
tion that the company would maintain the existing rates in what- 
ever communities it supplied gas. 

If the Owens Gas Company operated only its Fairfax plant, 
the estimated surplus above interest and dividend requirements 
was $13,929 in 1923, $17,100 in 1924, and $20,000 in 1925. If 
the company purchased the Kensington Gas Company’s plant and 
supplied Kensington and Seymour as well as Fairfax with gas, 
its estimated surplus above interest and dividend requirements 
was $7,121 in 1923, $13,557 in 1924, and $22,678 in 1925; if, 
in addition, the company sold gas to Moorhead, the surplus was 
estimated at $8,335 in 1923, $15,061 in 1924, and $24,383 in 
1925. 

The Owens Gas Company believed, however, that if it pur- 
chased the Kensington Gas Company’s plant it might have to 
reduce the gas rates in Kensington and Seymour because of the 
pressure of public demand. The company, therefore, prepared 
comparative financial estimates based on the assumption that it 
would reduce the rates for gas in Kensington and Seymour so 
that the range would be from a maximum of $2.50 a thousand 
cubic feet to $1.70 a thousand cubic feet, the charge to customers 
using 5,000 cubic feet or more of gas a month. Exhibit 2 shows 
these estimates. 

The estimates for the supplying of gas to Fairfax only were, 
of course, the same as those presented in Exhibit 1. If the Owens 
Gas Company operated both plants on the basis of a reduced 
rate at Kensington, the company estimated that it would have 
a deficit of $1,041 in 1923, a surplus of $7,164 in 1924, of 
$21,467 in 1925, and of $25,457 in 1926. If, in addition, the 
company sold gas to Moorhead, it estimated that it would earn 
a surplus of $73 in 1923, of $8,384 in 1924, of $22,512 in 1925, 
and of $37,400 in 1926. If the company made the purchase and 
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EXHIBIT 2 


ESTIMATED FINANCIAL REQUIREMENTS AND RESULTS OF OPERATION OF 
Owens Gas COMPANY WITH REDUCTION OF RATES 
IN KENSINGTON AND SEYMOUR 


















































Operation in Fairfax Only 1923 1924 1925 1926 
Grossgbarmings.ti.. ncsistss soere telnet $554,480 $582,000 $610,000 $646,000 
Operating Expenses. gov. osae0 ose aesek 401,327 420,000 440,000 468 ,000 
IBalanceser etna ac wins & aa skokhe oerwssn star $153,153 $162,000 $170,000 $178,000 
RCM OUN MEM erede ry. ust anak RS. Ma eS 46,600 49,000 51,300 54,200 
Balance (Gross Profit)........ Pee tse $106,553 $113,000 $118,700 $123,800 
Cash Requirements (New Capital)..... ($ 20,000) ($ 40,000) ($ 60,000) ($216,000*) 
WIGEOETGET ES « Hethn tw sp itaters ce Odie oS autho Soe ses 1,400 2,800 4,200 I5,120 
Balance for Dividends and Depreciation. $105,153 $110,200 $114,500 $108,680 
WDE PRECIA ELON sop clsiteussineyae cls omens 27,224 29,100 30,500 32,330 
Balance forDividends. 2. ~ceren ocr $ 77,929 $ 81,100 $ 84,000 $ 76,350 
Approximate Dividends............... 64,000 64,000 64,000 64,000 
Sertplesepercen a toi see cat ts eis a Gees $ 13,929 $ 17,100 $ 20,000 $ 12,350 
Operation in Fairfax, Kensington, and 

Seymour 1923 1924 1925 1926 
Grossmbantings ey .aia nein iiekeore ss okons $603 , 180 $642,900 $696,200 $741,000 
Operating Expenses............+.-+.- 446, 727 470,300 498,600 521,600 
AL AOe yeahs eicas Gio ss Gonnte se aihleleterersirn ed aud $156,453 $172,600 $197,600 $219,400 
PL ARESO MEP etuone ren cverenalenstin pret ow ishaslucus snr oonte 50,700 54,000 58,500 62,400 
Balance (Gross Profit)........ Pe ets $105,753 $118,600 $139,100 $157,000 
Cash Requirements (New Capital)..... ($180,500) ($218,440) ($268,900)  ($434,900*) 
PALER CS Ucis cis ates alisete ese Smite ge Os-wra 12,635 15,291 18,823 30,443 
Balance for Dividends and Depreciation. $ 93,118 $103,309 $120,277 $126,557 
Wepreciatwonr cere wetter rereiteen ote 30,159 32,145 34,810 37,100 
Balance and Dividends............... $ 62,959 $ 71,164 $ 85,467 $ 80,457 
Approximate Dividends............... 64,000 64,000 64,000 64,000 
Siar ism reese eta siemeavcdiie uniter racic $ tioatt $ 7,164 $ 21,467 $ 25,457 
Operation in Fairfax, Kensington, and 

Seymour, with Sale of Gasto Moorhead 1923 1924 1925 1926 
Gross HArMII GS crac eerie rats sintenoes ©) eae $652,680 $604,300 $749,100 $797,000 
Operating Expenses.....:.----.++100 475,927 501,000 530,800 555, 400 
WS lati ae he ncn on ibtinerpoe ea anole Hanae $176,753 $193,300 $218,300 $241,600 
TERRES Te ds Shee a ite elo Porat men eRe 54,800 58,300 62,900 66,900 
Balance (Gross Profit)........ Eee $121,953 $135,000 $155,400 $174,700 
Cash Requirements (New Capital)..... ($360,650) ($398,590) ($449,050) ($479,050) 
PAO MIMLELES ten ecietatnacetel eich stem) tease 25,246 27,901 31,433 33,533 
Balance for Dividends and Depreciation. $ 96,707 $107,099 $123,967 $141,167 
DepreciatiOrieye cin +i aie scout > oleae 32,634 34,715 37,455 39,800 
Balance for Dividends...........-.0:5 $ 64,073 $ 72,384 $ 86,512 $101,367 
Approximate Dividends............... 64,000 64,000 64,000 64,000 
Surplusseeee ee ot iar cern a $ 73 $ 8,384 $ 22,512 $ 37,367 





* Additional gas-producing equipment to be installed. 
+ Deficit. 


reduced the rates, net earnings for two years would be less than 
those obtainable under existing conditions. After 1924, how- 
ever, net earnings from sales of gas to Fairfax, Kensington, and 
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Seymour, or to Fairfax, Kensington, Seymour, and Moorhead, 
would be greater than those obtainable through the sale of gas 
to Fairfax only. 

The yearly average sale of gas per meter in Kensington in 
1922 had been 10,700 cubic feet, and in Fairfax 28,000 cubic 
feet. The Owens Gas Company believed that by improving the 
service and by soliciting customers actively, it could increase the 
sale of gas in Kensington from 20,800,000 cubic feet, the total 
in 1922, to 25,900,000 in 1924, and that, by reducing the rate 
to a maximum of $2.50 per thousand cubic feet, it could increase 
sales further to 40,300,000 cubic feet in 1924. The number of 
customers in Kensington and Seymour in 1923 was 1,723. 

The Owens Gas Company operated under a permit from the 
state legislature to supply gas to Fairfax, and the Kensington 
Gas Company had similar permits to operate in Kensington and 
Seymour. The only authority necessary for the Owens Gas 
Company to own and operate the Kensington Gas Company was 
the approval of the Public Utilities Commission; the company 
expected no difficulty in obtaining this approval. In fact, the 
commission favored the plan because it was a method of improv- 
ing the service in Kensington. 

Because of serious labor conditions, the industries of Fairfax 
were operating below normal and many small manufacturing 
companies had moved to other communities. A serious depres- 
sion was inevitable, and its effects probably would last several 
years. The Owens Gas Company, therefore, looked upon an 
extension of service to Kensington and Moorhead as a means of 
counteracting decreased earnings in Fairfax. The immediate 
results were uncertain, but the extension of service to a larger 
territory would increase the diversity of industrial users, and 
would reduce seasonal fluctuations in gas sales. 

The Owens Gas Company estimated that the distribution lines 
in Kensington and Seymour were worth nearly $110,000, which 
was the price of both the lines and the plant. Only a minor 
reduction in the assets account, consequently, would be neces- 
sary if, because of the relatively high operating costs of the plant 
at Kensington, the company decided to use that plant only to 
store and recompress gas for distribution in Seymour. 

The Owens Gas Company secured the approval of the Public 
Utilities Commission to purchase the plant and equipment of the 
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Kensington Gas Company, and bought them in November, 1923, 
with proceeds from the sale of capital stock. The Owens Gas 
Company extended the line from Radnor, and supplied gas to 
Kensington and Seymour from the plant in Fairfax after Feb- 
ruary, 1924. The executives decided not to reduce the rates 
immediately, but they made active efforts to secure new cus- 
tomers. The company improved the quality of gas, maintained 
more nearly constant pressure, and kept records of operation 
carefully, in order, if possible, to reduce the rates after a year’s 
operation. The company made a contract to furnish gas to the 
Moorhead Gas Company, and increased the plant in Fairfax in 
order to supply the new territories. The company succeeded in 
gradually improving relations with the customers in Kensington 
and Seymour. 


ComMENTARY: The statement of facts in this case is incomplete. 
Other factors entered into the decision here recorded, but the facts 
given are perhaps adequate to support the conclusion. It illustrates 
the point commonly overlooked, that these public utility monopolies 
do not in fact act as we should expect a monopoly to do. The econo- 
mist’s theory of monopoly power is that it will be exercised to limit 
production and thereby control price. This theory is based upon the 
hypothesis that conditions in the business are static or that the period 
of monopoly control will be brief. With our public utility monopolies 
neither assumption holds. The possible expansion of the business is 
usually very great, and the period of monopoly control is unlimited. 
Under these conditions, the public utility companies have commonly 
acted as competitive industries do. They have expanded their produc- 
tion rapidly, and in order to sell the output have reduced prices some- 
times beyond the limit of prudence. 


January, 1927 Bao. 


SEARS, ROEBUCK AND COMPANY 


MAIL-ORDER COMPANY 


Expansion—Establishment of Retail Chain Stores to Supplement Mail-order 
Business. Because of a relative decline in the rural population as com- 
pared with the total population of the United States and because of 
changes in the buying habits of the rural population, brought about by 
increased transportation facilities, a large mail-order company did not 
anticipate further expansion in its total volume of sales in agricultural 
communities. Believing that the decline of mail-order business in rural 
districts could be offset by the establishment of retail stores in cities, the 
company decided to establish a chain of retail stores to supplement and 
expand its mail-order business. 


Location—Size of City as Factor in Selection of Site. A large mail-order 
company which had decided to establish a chain of retail stores, believed 
that stores located in cities would not encroach upon the company’s 
mail-order business in rural communities and that a few large stores 
could be established with greater ease than many small ones. The com- 
pany also believed that it would not be practical for stores in small towns 
to carry large selections of merchandise because of the danger of a slow 
rate of stock-turn. For these reasons and because shipping costs to 
cities were believed to be lower than to towns, the company adopted a 
policy of establishing its stores in cities of over 50,000 population. 


Location—Selection of Site within a Given City. A large mail-order company 
which had undertaken the establishment of a chain of retail stores in 
cities with population of over 50,000, within the cities selected decided to 
choose sites, away from shopping centers, that would be convenient for 
customers to reach by automobile and where free parking space could be 
provided. The company preferred districts with a high percentage of 
home ownership to total homes, a moderately high rate of earning power, 
and a predominantly white population. 

(1928) 
In 1925, executives of Sears, Roebuck and Company decided 
to establish a chain of retail stores in order to supplement and to 


expand the company’s mail-order business.!’ In 1927, the com- 


1 Net Sales of Sears, Roebuck and Company: 


MOL OMIA tere tence Nena eas $. 61320 :70 2) as L020 eee $198, 482,946 
LOLA age anton astncee ae 0050245, 754mm LO 2A sens eee eee 206 , 430,527 
LOLS Oa eee ale 515. 3005425 eee C02 Se eee hee ener ee nee 243,798,351 
TOLOMens croeeer ces operons TM ew? OVD soto bo op anbenes 258,212,751 
EQ 22ers eerste oe LOO5.5.045c [Om 2. 7a ee ee 268,731,704 
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pany began the actual establishment of these stores. The new 
policy was inaugurated after the executives had made a survey of 
the trends of sales in the mail-order business and an appraisal of 
the probable effects of the retail stores on the volume of mail-order 
sales. This latter problem they had considered partially in 
connection with questions of location policy, such as whether to 
establish stores in large or small cities or towns, and what type of 
site to select within a given city or town. In July, 1928, the com- 
pany expected to have approximately 213 stores in operation 
before the end of the year. 

For several years the company had operated retail department 
stores in its mail-order houses? and a number of stores, not 
organized in a chain, selling tires and automobile accessories. 
The operation of these stores had given the company some retail 
store experience. The question of establishing a chain of retail 
stores, however, had been taken up apart from a consideration 
of the stores already existing. 

In establishing a chain of retail stores, the purpose of the 
executives was to adjust their policies in accordance with the 
slowly developing and varying trends of sales in the mail-order 
business. Prior to 1927, Sears, Roebuck and Company had found 
its markets primarily among agricultural communities and had 
made little effort to develop urban markets. While the company’s 
net sales had increased from $166,514,110 in 1922 to $268,731,794 
in 1927, still the president did not foresee a continuance of this 
trend if the company restricted itself to the markets in agricultural 
communities. 

By the time of the World War, there had developed in the 
United States increasing evidence of a relative decline, and, in 
some sections, an absolute decline, in the rural population as 
compared with the total population. In the opinion of the 
president, development of new and improved machinery for farm 
use had increased the per capita production of the rural population 
and had made it possible for some of the younger generation to 
go to the cities. Though Sears, Roebuck and Company’s sales 





2 The mail-order house was a distributing point, consisting of a warehouse for the 
mail-order stocks for the territory, the offices of the operating and merchandising 
divisions for mail-order distribution in the territory, and usually a retail department 
store. Under the proposed policy of a chain of retail stores, the mail-order house 
would be the headquarters of the operating and merchandising divisions for retail 
distribution and would contain reserve stocks for the retail stores. 
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of some items to farmers probably would increase, in 1927 the 
president did not anticipate further expansion in the total volume 
of sales to agricultural districts. 

There were in progress, moreover, changes in the buying 
habits of the rural population. Good roads had made it possible 
for farmers and their families to go to town more often than 
formerly, and they were making an increasing share of their 
total purchases in retail stores. 

Another change which some of the executives stated to be 
in process was a reduction in the percentage of style merchandise 
sold by mail order to total sales by mail order. The advantage 
which mail-order companies had had in introducing styles in rural 
communities had disappeared. Formerly the rural customer had 
found in the mail-order catalog a wider and more up-to-date 
selection of style merchandise than that carried by the nearby 
store. Now, however, the rural buyer could go by automobile 
to larger towns, where he could secure merchandise which was 
more up-to-date than that of the mail-order catalog. Customers 
were demanding current city styles; and they realized that mail- 
order companies in compiling their catalogs must anticipate styles 
fully six months in advance of the season, and that, therefore, 
their styles might not be so up-to-date as those offered in the 
department stores of large towns and cities. On the other hand, 
the percentage of sales of heavy lines of merchandise such as tires, 
sporting goods, vacuum cleaners, electrical implements, and radios 
was increasing. ‘The percentage of yard goods sales had remained 
about the same. 

The executives reasoned that the natural decline of the mail- 
order business in rural districts could be offset, and perhaps 
more than offset, by the establishment of retail stores. In some 
cases the retail stores would prove to be feeders to the mail-order 
business. Once a customer had visited a Sears, Roebuck and 
Company retail store and had observed the quality of merchandise, 
he would be willing to buy other merchandise shown in the mail- 
order catalog but not exhibited in the store. 

Through the development of the chain of retail stores, Sears, 
Roebuck and Company not only planned to stimulate its old 
business, but, by establishing its stores in cities, expected to 
secure a large amount of new business. Although the company 
had operated retail stores in its mail-order houses, it had made no 
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major effort to procure a share of the growing city and large-town 
business. Furthermore, because it believed that stores located in 
cities would not encroach upon the mail-order business in the 
rural communities and that a few large stores could be estab- 
lished with greater ease than many small stores, the company 
adopted a definite policy of avoiding small towns for its store 
locations. 

There was another distinct disadvantage to operating stores 
in small towns, so one executive stated, in that it was not practical 
for such stores to carry large selections of merchandise because 
of the danger of a slow rate of stock-turn. The risk of doing 
business he considered to be greater in small towns than in cities. 
In a small-town store the manager would have little choice in 
disposing of excess merchandise or merchandise not suited to the 
needs of regular customers; because of the limited buying power of 
consumers in a small community, he would be obliged to ship such 
merchandise to another store instead of selling it at marked down 
prices, as a city store manager could do. The absorptive capacity 
of a city market would be greater than that of a town; for example, 
merchandise not salable at the regular price could be sold in a 
city at a lower price without noticeably impairing the market 
for more readily salable merchandise of the same type. Ina city, 
too, there would be more classes of people to which different types 
of merchandise could be sold. It was true, on the other hand, 
that in a city price competition would be keener, for there more 
stores advertised that they were not undersold. Shipping costs 
to cities would be lower, since most shipments could be made in 
carload lots, whereas to small towns shipments often would move 
at less-than-carload-lot rates. At the outset, furthermore, the 
management expected that with the existing organization, 
establishment and control of several large stores would prove to 
be less difficult than of numerous small stores. 

With these considerations in mind, the company began the 
establishment of its stores. The executives planned to have stores 
of two general types, designated Class A and Class B, while stores 
carrying fewer lines than these two were to be called A—and B—. 
Class A stores generally were to be located in cities with popu- 
lations of 150,000 or more. Of the 35,000 items in the catalog, 
about half would be stocked in the large Class A stores. Class B 
stores for the most part were to be located in towns with popu- 
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lations of 50,000 or more, though there might be exceptions, and 
were to carry fewer items than did the Class A stores. 

The selection of cities in which to establish the new stores 
was a major consideration. The company had about 1o mail- 
order houses located throughout the country in strategic points for 
distribution. It was decided that each mail-order house would be 
a control point for the stores in the district which the house served. 
The retail stores which the company had maintained for some time 
in its mail-order houses in Chicago, Los Angeles, Philadelphia, 
Kansas City, Dallas, Memphis, Atlanta, Boston, Minneapolis, 
and Seattle were designated as Class A stores, and in some of 
those cities one, two, or, as in the case of Chicago, three more 
stores were established. Other stores were established in cities 
not far distant from the control points. As later stores were 
established, their distance from the control point gradually was 
extended. 

In choosing between cities for a location, consideration was 
given to the relative merits of available sites, the populations 
of the cities and their characteristics, relative wage scales, and 
the savings habits of the people. The management believed, for 
example, that a thrifty community with a high wage scale was a 
suitable location. 

Within a given city the company selected a site that would 
be convenient for customers. Executives of the company favored 
suburban locations with good transportation facilities and reason- 
ably priced land. They wanted to make it possible for customers 
to avoid traffic congestion in coming to the stores and to provide 
them with free parking space. A location on an automobile 
artery was considered more desirable than one on a street car line. 
Since the company had found through experience that the per- 
centage of actual buyers to total persons entering the store was 
greater in its retail stores that in the average department store 
and that its stores did not appeal strictly to the shopping habit, 
the executives disregarded locations of other chain stores and of 
shopping centers. In fact, they sought locations away from 
shopping centers, expecting to attract men, as some of the com- 
pany’s best values were in men’s lines. The executives believed 
that men would come to a suburban store out of the shopping 
district, especially if it were convenient to them by automobile 
transportation. 
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In selecting a site in a given city, the real estate officers of 
the company first analyzed by wards the average income, the 
number of apartment houses, and the racial distribution, with 
particular regard to the proportion of negroes to whites. The 
management preferred a district where the percentage of home 
ownership to total homes was high, where the earning power was 
moderately high, and the population was predominantly white. 
Traffic counts also were made on different traffic arteries. 

Primarily because they found it difficult to secure proper 
sites with suitable buildings already erected on them, the execu- 
tives adopted the policy of buying sites and erecting buildings 
for the Class A stores. They anticipated that shopping centers 
would eventually develop around their stores and that the land 
values of the store sites and of the surrounding districts would 
be enhanced. By owning its buildings, furthermore, the company 
would preclude future increases in rentals of leased properties 
and thus save for its own stockholders such gains as the manage- 
ment anticipated. 

Class B stores were leased, because for these stores it was 
possible to find suitable buildings in locations which were satis- 
factory. Leases were from 2 to 10 years in length. 

The building plans of the company were not completely 
standardized. Architects of the company endeavored to adapt 
the architecture of each building to the neighborhood in which the 
building was erected. The internal layouts of the stores were 
made similar in so far as the floor plan and the area and shape of 
each particular site made this standardization possible. Gener- 
ally speaking, the same departments were located alike in all 
the stores. 

A typical list of departments for a Class A store was as follows: 


Furniture Paint 

Stationery Men’s furnishings 

Jewelry and silverware Lighting fixtures 

Sporting goods Crockery. ; 
Drugs Cotton piece goods, domestics 
Hardware and household supplies Floor covering 

Musical instruments Lingerie 

Luggage Boys’ clothing 

Silks and woolens Plumbing and heating 
Shoes Men’s clothing 

Hosiery Pianos and phonographs 
Ladies’ ready-to-wear Toys 

Corsets Wall paper 


Linens, towels Radios 
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Stoves Millinery 

Blankets, draperies Candy and tobacco 
Notions Tires 

Washing machines Automobile accessories 


Infants’ wear 


Most of these stores carried style goods; for example, they were to 
display about 75% of the catalog line of coats in the fall season of 
1928. 

A typical Class B store had the following departments: 


Sporting goods Plumbing and heating 
Hardware and household supplies Toys 

Stoves Wall paper 

Blankets Radios 

Washing machines Tires 

Automobile accessories Paint 


Work clothing 


Some Class B stores of the lowest grade, however, carried only tires 
and automobile accessories, while others carried this merchandise 
and also radios and some lines of hardware. ‘These stores had 
developed from the former Class C store, which had sold only 
tires and automobile accessories. The Class C stores had been 
discontinued or made into Class B units. On the other hand, 
some Class B stores carried all the items of a Class A store except 
the style merchandise. The company expected to have 38 
Class A to A— stores and 175 Class B to B— stores in operation 
by the end of 1928. 

In each store the merchandise selected for display was chosen 
with regard to the type of community in which the store was 
located. Some catalog merchandise was excluded because it was 
not adapted to urban requirements. On the other hand, the retail 
stores carried some items, called specials, which did not appear in 
the catalog. 

There were fewer price lines in the retail stores than 
in the mail-order divisions, because the company’s officers con- 
sidered that slight price differentials, which constituted a shopping 
appeal in mail-order buying, did not measure wide enough dif- 
ferences in the quality of the merchandise to influence customers 
who could see the merchandise.’ 





§ For commentary, see page 232. 


MONTGOMERY WARD AND Company}! 


MAIL-ORDER COMPANY 


Expansion—Establishment of Retail Chain Stores to Supplement Mail-order 
Business. A large mail-order company, wishing to adapt its merchandis- 
ing methods to suit the changing buying habits of consumers and also 
to overcome consumers’ reluctance to order merchandise without seeing 
the articles, decided to establish a chain of retail stores. The company 
expected that the retail stores, by creating new customers and by 
making more secure the relations between old customers and the com- 
pany, would contribute to the growth of the mail-order business itself. 


Location—Selection of Site. A large mail-order company which had decided 
to establish a chain of retail stores, in deciding upon the location of the 
stores, selected towns which were on a direct route from one of the 
company’s mail-order houses and which were easily accessible by high- 
ways from the surrounding country, believing that the success of a 
store would depend upon the amount of rural trade in the town. In 
general, the stores were located in towns of less than 50,000 population. 
Within a selected town, the company desired a site on a street or high- 
way leading from the business section of the town to the state and 
county roads outside, and one which allowed adequate space for parking. 


(1928) 


By August, 1928, Montgomery Ward and Company had 
established in towns and small cities the first 112 of its proposed 
chain of 1,500 retail stores. The company had entered the 
retail chain store business both to take advantage of the changed 
buying habits of consumers and to overcome an outstanding 
weakness in mail-order selling. 

In the opinion of the president,” the change in selling methods 
had been a logical step in the development of Montgomery Ward 
and Company. Having in mind that the primary function of 
the company was the economical distribution of merchandise, 
not necessarily mail-order selling, he had sponsored the formation 
i The data of this case were obtained from published sources, particularly: 
Chain Store Age, April, 1928, Volume 4, No. 4, “What Our Chain Store Program 
Embraces,” an interview with George B. Everitt, president, Montgomery Ward 


and Company; Forbes, September 1, 1928, Volume 22, No. 5, “Chain Stores Face 
Mail-order Invasion,” by Neil M. Clark; Forward, a house organ of Montgomery 


Ward and Company, June, July, and August, 1928. A ; 
2 Forbes, September 1, 1928, “Chain Stores Face Mail-order Invasion,” p. 13. 
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of the chain. The establishment of retail stores in strategic 
locations he considered to be the best of a number of possible 
modifications of mail-order selling. If house-to-house canvassing, 
however, or any other method of retail selling had appeared to be 
a more economical method of distribution, he saw no inherent 
reason why Montgomery Ward and Company should not have 
chosen it rather than chain-store selling. The method of distri- 
bution seemed less important to him than the end. 

For several years the executives of the company had con- 
sidered and experimented with merchandising methods. They 
wished to adapt the company’s merchandising methods to suit the 
changing buying habits of consumers, and also to overcome con- 
sumers’ reluctance to order merchandise without seeing it. 
Although unlimited guaranties and the reputation of the mail- 
order company for fair dealing had done much to break down this 
hesitancy, many people, unquestionably, still preferred to buy 
only after inspection, especially when the article under considera- 
tion was costly. 

Merchandise display trains had once been sent about the 
country as a step in overcoming this latter objection. These 
trains had carried a variety of merchandise, and had made sched- 
uled and fully advertised stops in many communities. The 
purpose of these stops had been to let people see for themselves 
the quality of some of the merchandise pictured in the catalog, 
rather than to make actual sales. Ordinarily an increase in 
mail-order sales had followed in the communities visited by the 
train. The company also had displayed its merchandise at 
various state fairs. 

Such efforts as the above, however, had been sporadic. In 
1926, the executives had come to the conclusion that permanent 
displays at strategic points might produce better results. After 
they had considered 86 towns as possible locations for the first 
permanent display store, they had selected Marysville, Kansas, a 
county seat town with a population of 4,000. The Marysville 
store had been opened on August 14, 1926; a month later a second 
store had been opened at Plymouth, Indiana; and a third store 
had been opened in Minnesota in October of the same year. 

The results in these stores had convinced the executives 
that the company should establish a chain of stores. Merchandise 
in the display stores had been for inspection and not for sale 
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over the counter, except in the case of automobile tires, tubes, and 
batteries. A demand among customers that the company sell at 
retail in the stores had soon developed. After a study of the 
frequency and urgency of these requests, the executives had con- 
sidered the probable effect of direct store distribution on the 
mail-order business,’ as well as the type of communities in which 
the company should open stores, 

The chain store development* of Montgomery Ward and 
Company was undertaken, not to supplant the mail-order business, 
but to supplement it. The company expected that the retail 
stores, by creating new customers and by making more secure the 
relations between old customers and the company, would con- 
tribute to the growth of the mail-order business itself. 

The president’s views on distribution problems and the 
position of the mail-order company as a channel of distribution 
were summarized as follows:° 


Old barriers in distribution are admittedly breaking down. 
The familiar line-up of former days (manufacturer-to-wholesaler- 
to-retailer-to-consumer) has long since been variously modified, 
and there have been changes, too, in the character of retail stores 
as to classes of goods carried: druggists stock an immense variety, 
grocers are encroaching on the cigar-store field, and so on. 

There is no evidence to show that the old methods are going to 
disappear, but the day has already arrived when they must stand in 
competition with newer methods, and nobody knows all the 
possibilities of the situation, nor what the final outcome may be. 

This much is clear to me: the mail-order business, as a distinc- 
tive mode of distribution, is in no danger. Mail-order selling can 
survive in the automobile and radio era, is surviving, and is 
actually in a healthier state today than ever before. 


—— 


3 Montgomery Ward and Company’s annual sales: 


EOL ee eet a Ee 8 MR ee ROE oN Mes a ot Neate $ 35,000,000 
iO WAN ata eee RRL LMR W aCe mn RAS archaeon 41,042,486 
TOL Ogee he errr Nr ene memes ne Ss reual evan icr Soe Patches eis: § 76,166,848 
LOL OM EM Poca ea are ode Rnaye erate eats iatntchater aoater ats 99,336,053 
TOD 2 eWmereneeartcre cme saa A Manele m Mou iemato a aushe Pave Ince onsisofait 84, 738 , 826 
LOD Semele Na MRE rere IO Oey saree leer ecnseebs 123,702,043 
TA ree en eect ar rapa a ave AT Pen rtem lexcenry tere easier etote 150,045,005 
21/0) 215 ree eaters ais aie Nt ieee ne ue ce temarederi ater Sess ceets 170,592,642 
EO? OMIT ee at eee one Nep chee Aten heuer aonb Scene ae 183,800, 865 
LO 2 7 eae MEY roe eh tera ere meen cea ste sts rn 186 , 683 , 340 


4 Retail stores which carried all the items in the catalog had been operated for 
several years in connection with the mail-order houses, the company’s distributing 
points. These stores, however, were not a part of the chain store development, 
though their operation, prior to the Marysville experiment, had given the organi- 
zation of the company “over-the-counter” retail experience. ‘ 

5 Forbes, September 1, 1928, ‘Chain Stores Face Mail-order Invasion,” pp. 13-14. 
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Although the executives did not expect the chain stores 
to supplant the mail-order business, they decided to locate the 
initial stores, at least, in communities where there were enough 
mail-order customers to support a store as soon as it was estab- 
lished. The typical store carried only from 1,500 to 3,000 items 
out of the 33,000 shown in the catalog. It was expected that, 
as a result of a carefully selected stock, each chain store would 
make its own expenses and a profit on the merchandise sold. 

Another factor in the selection of the towns in which stores 
were established was that of transportation. Each of the new 
stores was on a direct route from one of the company’s mail-order 
houses,® either by rail or by truck transportation, in order to 
insure prompt and economical stock servicing, to facilitate super- 
vision of the stores, and to insure economical routing of field men. 

The executives of Montgomery Ward and Company favored 
for a store location a town which was easily accessible by high- 
ways, since they believed that the probability of the success of 
a store depended upon the amount of rural trade in the town. 
Even for a town rated high as a possible location on the basis of 
rural trade, a special investigation was made of highway conditions. 

The company believed, furthermore, that it should establish 
stores only in communities in which commercial organizations 
and business men, as well as probable customers, would welcome 
such a store. 

After the town had been selected, the next problem was to 
find a site or building. The company did not seek primarily 
a location with the highest traffic count in the town or a location 
on the main street. It desired a site on a street or highway 
leading from the business section of the town to the state and 
county roads outside. The company sought a building or site 
near which there was adequate space for parking, also. In 
numerous small communities, desirable locations could be secured 
not far distant from the main shopping centers. 

The first 44 stores were distributed in towns and cities with 
populations in 1920 as shown in Exhibit 1. 





6 The company had nine mail-order houses, in central locations throughout the 
country. Each mail-order house contained a warehouse for mail-order stocks and 
reserve stocks for retail stores; offices for the operating and merchandising organi- 
zations of the mail-order and retail store divisions for the territory; and a retail 
department store. 
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EXHIBIT 1 


First 44 CHAIN STORES OF MONTGOMERY WARD AND COMPANY, BY 
SIZE OF CITy, 1920 CENSUS 
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TOF OOO SEA OOO a RTI eR tet ternary che Nei tes beet eae 10 
Ts OOO "OO O ene PME Ue Nee irae Zirh rete 2. see Rs A as cree 4 
FEW CE HOM OT Sas bb aiencatod eso BEER re me ee ee ics Pe een 2 
DSIOOO--10; OOO Mae ERT TT I to ey nr Ler a eee AL ee A Ra 15 
OVErELOOLOC ORME EES tener Tr rere ert 7 everett taba SPCR Ee Fee I 
OL tall eer teeta Nrays ttt Leman i Meen eahe ch Ao, Pecaisns tee ae 44 





The first 44 stores were opened between September 1, 1927, 
and March 1, 1928. Sixty-eight more stores were added to 
the chain between March 1 and the end of July, 1928. 


EXHIBIT 2 


CHAIN STORES OF MONTGOMERY WARD AND COMPANY, BY STATES, 




















JULY, 1928 
Number of Number of 
State Stores State Stores 

Alabamiaueetet er sects peel: i INiebraslcagee siete 4 
Calilonniapre tein a ate tens , 18 North Dakotas ascer 3 
Colorado. jomcse wakes ee I ING Way OLkei ay arene: I 
Tila Ojs, mye ere isk Gas aise cen ir North) Carolina, -sase-- 7 
UimOlS eeepc seit ha keke. 9 iNevacl arctan terrace I 
Mridianan tas: corsets ae ees 9 Oklahoma see ee 5 
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Georgia purncackarkes nian esa I ODIO encoders etaro tthe pe eaters 5 
KANSAS Sete lore aca ete eS 6 Pennsylvania........-... 7 
INEESSOUZI eee nectar rere chs: I SOuCHwD ako tase I 
Michigan are cients 3 FL GK AGM Ete se etree eee arate Gi 
IMGntaiia naar ertyaieu. eran ees i West Virginia........... 3 
INGININIESOtA Nee ae cae 2 Washing foneeeeeeeeen ae 4 
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STOtaLon, sancras ree rary fe 112 





These 112 stores were located in 28 states, as shown in Exhibit 
2, and in towns and cities with populations as indicated in Exhibit 


3- 


232 HARVARD BUSINESS REPORTS 


EXHIBIT 3 


CHAIN STORES OF MONTGOMERY WARD AND CoMPANY, JULY, 1928, 
BY SIZE OF CITY, 1920 CENSUS 
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Each of the communities selected for a store was studied 
in order to determine which items of merchandise were adapted 
to the needs and requirements of the people in that community. 
The first few chain stores established did not carry more than 
10% of the catalog items and there was a tendency, as in the 
original display stores, to concentrate on the ‘“‘high ticket” 
merchandise, articles selling at about $25 or more. Salespeople 
in the stores, who always had catalogs at hand for reference in 
case merchandise not in stock was called for, frequently filled out 
mail-order blanks for customers. 

By July, 1928, available figures proved to the satisfaction of 
the executives that there was an interplay of demand creation 
factors between the new chain stores and the mail-order houses. 
The president stated that, instead of the chain stores’ reducing 
the volume of mail-order sales, mail orders had increased in each 
locality in which the company had a store. 


SEARS, RoEBUCK AND Company! 
MONTGOMERY WARD AND COMPANY? 


CoMMENTARY: ‘The over-the-counter retail expansion of the two 
outstanding mail-order companies of the United States was a departure 
from their traditional policy of selling by mail. Was a modification 
in the method of retail selling desirable? How would the new plans 
affect the mail-order business? Could these two companies successfully 
maintain and promote both mail-order selling and over-the-counter 
retail selling? These and kindred questions were brought to the fore 





1 See page 220. 
2 See page 227. 
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when Sears, Roebuck and Company and Montgomery Ward and 
Company announced their expansion programs. 

Both companies had a substantial volume of sales; their recovery 
from the 1920-1921 depression had been satisfactory; new sales records 
were being established. Short-run considerations, then, hardly justified 
the new policies; long-run factors such as the probable future of the 
mail-order business and new opportunities for profit furnish the tests 
of the soundness of the expansion programs of the two companies. 

Mail-order sales of the past were the result in part of a set of 
economic and social conditions which today are being modified. There 
was the large rural population with poor transportation facilities; 
access to markets was difficult for these people. Even when they did 
go to town, they found that the country merchants did not carry 
up-to-date merchandise. In fact, the mail-order catalog gave the 
rural buyer a wider range of up-to-date merchandise from which to 
select than did the typical small town stores; there was, moreover, the 
additional opportunity to shop or make comparisons within the catalog 
of one company or between the catalogs of both companies. In 
addition to these advantages, the mail-order buyer often found catalog 
prices lower than local prices even after making allowance for freight, 
express, or postage. In many sections of the country there was no 
real retail competition between the mail-order company and the local 
retail store. But, today, improved transportation—roads and auto- 
mobiles—has made it possible for mail-order customers conveniently 
to reach larger market centers than before. Improved communica- 
tion—through the growth of national advertising, the increased circula- 
tion of magazines, especially women’s magazines, the development of 
radio, and the development of motion pictures on a national scale—has 
helped to modify the wants of the people and has speeded up the style 
cycle. Seasonable style merchandise for many rural customers now 
is found more usually in the retail store than in the mail-order catalog. 
Furthermore, the opportunity to make comparisons within and between 
stores where the merchandise can be seen and examined is a more potent 
patronage appeal than the shopping lure of the mail-order catalogs. 

The change in economic conditions, with its effect on the buying 
habits of mail-order customers, was a fundamental fact with which 
the mail-order companies had to cope. Add to that the natural 
reluctance of many potential customers to buy without seeing the 
merchandise, and a potent argument for some form of modification 
of the mail-order business was apparent. ‘The original display stores 
of Montgomery Ward and Company seem to have been planned with 
such thoughts in mind. 

Even though the mail-order sales of style merchandise declined, these 
companies were able to offset this decline by increased sales of other 
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lines, such as tires, hardware, and radios. If the mail-order companies 
were certain of success in substituting new lines for old ones the sales vol- 
ume of which had declined, thus maintaining sales volume and utilizing 
present plant capacity and personnel, they need not have developed 
new types of outlets as a means of protecting their competitive position, 
unless they deemed these new outlets to be a more profitable expendi- 
ture of effort and money. It is a well known fact that some sales come 
relatively easily by mail-order methods; however, it is equally well 
known that after the easy sales, the cost of stimulating additional 
volume mounts rapidly: the law of diminishing returns asserts itself. 
The mail-order companies perhaps had evidence that additional volume 
might be secured more cheaply by over-the-counter methods than by 
mail-order methods, and therefore chose the former course so as to 
utilize unused productive resources (in plant capacity and personnel) 
to the added profit of stockholders. 

Another weakness of the mail-order position, which was clearly 
demonstrated in the 1920-1921 depression, was the inflexibility of 
mail-order prices. Mail-order companies practically were required 
to maintain stocks for the life of their catalogs, and on a rising market 
they usually maintained prices also. In periods of falling prices, like 
other merchants they took mark-downs. Even though they advertised 
that in a falling market merchandise was sold at the prevailing market 
price, which was normally lower than catalog prices, still customers 
were reluctant to continue buying. The advertised mail-order mark- 
down did not seem so real or genuine to a customer as the lowered 
price ticket visible in a retail store; therefore, many people purchased 
merchandise in retail stores rather than through the mail-order com- 
panies. These companies suffered lowered volume of sales and also 
had to take large mark-downs on inventories in stock when a new 
catalog was announced. With a chain of stores in close touch with 
the consumer, the mail-order companies can better demonstrate their 
price policy in a falling market than formerly; lowered prices in the 
stores should establish confidence in the statement that catalog mer- 
chandise also is reduced. 

On the other hand, the retail stores themselves may have inflexible 
prices. In mail-order territories, customers of the stores in many 
cases will compare mail-order catalog prices with those of the chain 
stores of the mail-order company, as well as with those of competing 
retail stores. Unless the chain stores are divorced completely from 
the mail-order business, there is a possibility that the catalog will 
hamper price adjustments in the stores. 

Nevertheless, some form of over-the-counter retailing for 
these mail-order houses was a sound departure from established 
policy, in order to enable them to cope with the changed buying 
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habits of consumers and to maintain their competitive positions in 
retail trade. 

Since these companies were dealing with long-time trends in retail 
trade, they should not have adopted any policy which would seriously 
endanger their already large and profitable mail-order business. 
Rather, they should have adopted a plan of expansion that would 
supplement the mail-order business and still be in line with the currents 
of retail trade, and that also would enable the companies to take up 
the slack in the mail-order sales when this slack developed. At the 
outset they should have avoided internal competition between types 
of retail selling as much as possible. In view of these criteria, the 
expansion policy of Sears, Roebuck and Company seems sounder than 
that of Montgomery Ward and Company. 

In subsequent discussion, while comparing and appraising different 
aspects of the programs of the two companies, a rather clear differentia- 
tion in their policies is desirable. With respect to the type of commu- 
nities in which stores were established, the two companies had exactly 
opposite policies. Sears, Roebuck and Company, on the one hand, 
desired to reach new markets—urban consumers with whom it had 
done little business previously. Montgomery Ward and Company, 
on the other hand, made its initial efforts in communities in which 
and around which were many mail-order customers. Sears, Roebuck 
and Company preferred communities above 50,000 population; Mont- 
gomery Ward and Company concentrated its efforts in cities of less 
than 50,000. By restricting the number of items carried in the indi- 
vidual store, Montgomery Ward and Company expected to demon- 
strate the quality and values of mail-order merchandise and thus 
secure orders for items not carried in the store; the lines carried within 
the store were deemed sufficient to carry the overhead of the retail 
store. Both companies, then, made an effort to protect existing 
volume of sales by mail, but the policy of Sears, Roebuck and Com- 
pany in choosing the larger marketing center was the sounder policy, 
from the point of view both of building new business and of protecting 
existing mail-order volume. 

Sears, Roebuck and Company’s general policy of locating both 
its Class A and its Class B stores in cities of over 50,000 was a step in 
line with current retail developments, that is, the trek of trade to larger 
marketing centers. Montgomery Ward and Company in locating its 
stores also recognized this retail trend by establishing its stores in 
flourishing county seat towns and other important trading centers.? 





3A detailed description of this development may be found in Dr. M. T. Cope- 
land’s chapter on Marketing in Recent Economic Changes, McGraw-Hill Book 
Company, Inc., New York, 1929. 
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The main problems which this company will face are likely to arise 
from its policy of invading with retail stores its existing mail-order 
territory. In the first display stores of Montgomery Ward and Com- 
pany, customers made demands for immediate delivery on merchandise 
shown; perhaps in the new chain stores customers will demand imme- 
diate delivery on more items and will request that more items be stocked 
in the stores. If this demand develops, and it is not unreasonable to 
believe that it may, Montgomery Ward and Company either will 
have to meet it or will be faced with the possibility of dissatisfied 
customers who will try to buy from nearby retail stores. What 
business the chain stores get then would come on a strictly price basis. 
Though Montgomery Ward and Company reports that its chain stores 
stimulate mail-order sales, it is unsafe to conclude that this condition 
of affairs is necessarily a permanent one. There may be, it is true, 
increased sales on the merchandise displayed in the stores which would 
not occur if only mail-order methods were used. The commentator 
believes, nevertheless, that both companies should engage in over-the- 
counter retail expansion only on the theory that, where such stores 
exist, they will constitute the chief source of trade in the territory. 
That retail stores will prove permanently to be profitable feeders to 
the mail-order business is, in his opinion, a false premise. 

In the case of Montgomery Ward and Company there is the further 
possibility that the company will incur two overheads—that of the 
mail-order house and that of the store—to get the same or only slightly 
increased volume of business. The question of two overheads involves 
the offset of losses against gains. For some time to come, the mail- 
order catalog must be issued; the cost of personal selling in the stores 
is, therefore, a partial duplication of selling expense. There is the 
rent of the stores which may, it is true, be offset by added sales volume. 
Packing and handling expense for merchandise sold at the stores prob- 
ably will be higher than that for merchandise sold by mail order, 
because the merchandise is packed and shipped oftentimes twice instead 
of once. Merchandise received in large lots at the mail-order houses 
must be broken up and repacked in smaller lots for nearby retail chain 
stores. At the store this same merchandise will be unpacked and 
sold in small retail lots. This disadvantage of handling may be over- 
come, however, by direct shipment to the stores from the sources of 
supply. 

Though Sears, Roebuck and Company’s policy with respect to 
choice of markets to develop be considered superior to that of Mont- 
gomery Ward and Company, still Sears, Roebuck and Company’s 
detailed plans for location of its stores within the proper market seem to 
contain an element of hazard. Montgomery Ward and Company stores 
are located somewhere near the local shopping district of each community. 
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Class B stores of Sears, Roebuck and Company vary from a location 
close to the shopping center of a town to one some distance away. 
The location of the Class A stores is outside and at some distance 
from the usual shopping district. It is this latter policy to which 
attention is directed. Sears, Roebuck and Company makes an 
appeal to the convenience of the customer, particularly of those who 
come by automobile. The policy of the company is in definite conflict 
with the established shopping habits of urban department store 
customers. With department stores close together in narrowly 
restricted shopping districts the habit has developed among women of 
making comparisons between stores before making purchases. The 
stores of Sears, Roebuck and Company are so far removed from the 
shopping districts that comparisons between its merchandise and that 
of other stores is not easy, and therefore its stores must rely on some 
other appeal than that of shopping to draw patronage. 

Convenience is one appeal that admittedly is becoming more 
important in the ever increasingly crowded conditions of cities. Yet 
the opportunity to make comparisons is in the main a stronger appeal 
than that of convenience and lack of crowds. For the present at 
least, Sears, Roebuck and Company must justify its location policy 
on the exception principle. In large communities or trading areas 
there may be enough people who prefer the convenience appeal to 
justify one institution of the type of the Class A store. Even though 
this possibility be admitted, the fact still remains that so far as store 
location is concerned, the policy of Sears, Roebuck and Company is 
more risky than that of Montgomery Ward and Company. 

Best values—the lowest price for a given grade of merchandise— 
is another patronage appeal which the Sears, Roebuck and Company 
stores make to the department store customer. Sears, Roebuck and 
Company is new to most consumers in the territories served by these 
stores and, though the name of the concern does have a goodwill 
value (enough to get the sophisticated city buyer into the store once 
or perhaps two times), still new customers are going to want to make 
comparisons with their usual sources of purchase before being convinced 
of the price appeal of the new stores. Except for outstanding lines 
on which no retail outlet offers a price as lowas the mail-order companies 
do, one may question whether the price differential between the out- 
lying stores of the mail-order company and centrally located shopping 
institutions will be large enough to overcome the consumers’ desire 
to make comparisons. 

Consumers are more likely also to discover the real significance of 
the price differential through making comparisons. If it be granted 
that price differentials exist in favor of the store of the mail-order com- 
pany at the outset, there is the question of how long these differen- 
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tials can be maintained. Well managed department stores in large 
cities are able to buy almost as advantageously as the mail-order 
companies. 

Lower prices might be possible in the Sears, Roebuck and Company 
stores than in stores in the shopping district because of lower operating 
expenses in outlying stores. While concrete evidence is not available 
for the mail-order company’s stores, it is probable that the operating 
economies in the outlying store are overestimated; rent expense 
is lower, of course, but the volume of sales to carry that expense is 
likewise lower, so that the expense ratio as a percentage of net sales 
may not be different between the downtown and outlying institutions. 
The other fixed items of the Sears, Roebuck and Company department 
store likewise will be spread over a smaller volume. The net result 
is that the Class A stores of Sears, Roebuck and Company have no 
outstanding advantages over their downtown competitors with respect 
to location and, in addition, the Class A stores for the present at least 
have some very serious handicaps to overcome. 

If, as is sometimes stated, Sears, Roebuck and Company really 
intended that its stores should be neighborhood stores rather than 
stores with a city-wide appeal, then the size of the stores and the 
number of lines carried should be reduced. The volume of business 
which the new stores may secure is an important consideration. 

That the mail-order companies built new stores, instead of pur- 
chasing going units, is significant. This fact is more significant 
for the Class A stores of Sears, Roebuck and Company than for the 
other types of stores of either company. Department stores generally 
have a large overhead which requires a large volume of sales before 
net profits result. A new store at first must secure its volume at the 
expense of competing stores of the community or by drawing in new 
customers from a widened trading area. (Some stores of both com- 
panies are reputed to have widened the retail trading areas of 
communities. It is improbable, however, that a Sears, Roebuck and 
Company store in a city of 75,000 or over would enlarge the trading area 
of that center materially.) In time the new store may expect volume 
with the growth of the purchasing power of the city. There is, then, a 
distinct possibility that some of the larger Class A stores will require 
for profits a larger sales volume than they will secure for several years. 
These department stores in large cities have to meet the severest type of 
competition, that of the medium-price to low-price department stores, 
bargain basements dealing in job lots, and variety chains. This fact 
also makes it difficult to build volume at once. 

A further difficulty arising from the fact that the stores are new 
stores is that the company lacks a trained personnel, well steeped in 
the policies of the company. High-grade managers for large depart- 
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ment stores are not plentiful; moreover, it takes a good manager 
some time to whip a green organization into shape. Under mail-order 
methods, the finished catalog, the work of experts, was the chief contact 
of the company with the customer; in the department store, the 
humblest clerk may be the chief contact and may build or destroy 
goodwill and sales volume. The mere size of the store also introduces 
another problem of control, that of records. The larger a store becomes, 
the greater is the need for reports and adequate control records; these 
records add to expense and also add a personnel which has to be trained 
to the policy of the company. 

Sears, Roebuck and Company has started in a new field; it is one 
of the pioneers in the organization of a department store chain. New 
problems have to be solved, and mistakes will be made; total sales for 
the company will increase as a whole, but it may be doubted that 
net profits will keep pace for some time to come. The company 
selected the right market; it may be questioned, however, whether it 
did not begin Class A department store expansion too quickly. There 
are not adequate data in the case of Sears, Roebuck and Company for 
a detailed discussion of the Class B stores; it is probable that they will 
be more immediately profitable to the company than the Class A stores. 

Montgomery Ward and Company might better have developed 
its stores outside mail-order territory or in territories in which the 
mail-order business was definitely on the decline. News dispatches 
indicate that the company is modifying its policy in this respect. 

A few other facts upon which extended comment will not be made 
deserve mention. These points apply to both companies. Both 
companies have established buying organizations for mail-order pur- 
poses, which also buy for the retail stores. The management prob- 
lems of retail stores are sufficiently different from those of mail- 
order houses to make a separate organization, operating as well 
as buying, seem desirable for the retail stores. The customer appeals 
of the two types of distribution differ, and the amount of stock 
to be carried, the control of that stock, the number of price lines to be 
offered, the styles to be handled, all are specialized problems of the 
retail stores. Provision should be made for their proper care and 
administration by the creation of separate retail store organizations. 


March, 1929 EL PSL. 


DoORHART Company! 


MANUFACTURER—PIE FILLING 


Piant Location—Based on Comparative Production Costs. A company manu- 
facturing bakers’, confectioners’, and soda fountain supplies, which it sold 
throughout the eastern part of the United States, owned a plant in 
Canada where blueberry pie filling was made. In 1923, as a result of 
duties imposed on the product of the Canadian factory imported into 
the United States, the company’s profit on the product of its Canadian 
plant was practically eliminated. The company debated in 1924 
whether to give up its plant in Canada and establish one in Maine, where 
the estimated cost of production was 1 cent less per pound of finished 
product. Because a large blueberry crop and hence lower production 
costs were expected in 1925, the company decided to operate its Cana- 
dian plant for another year, at least, and in the meantime to test the 
competitive and market conditions in Maine by leasing a blueberry 
canning factory there for one year. 


(1924) 


The Dorhart Company, which manufactured bakers’, confec- 
tioners’, and soda fountain supplies, sold its products throughout 
the eastern part of the United States. In Canada the company 
owned a plant in which only blueberry pie filling was made. The 
products of this plant were sold under a single advertised brand 
directly to retailers in the United States. In 1922 a duty was 
imposed upon the products of the Canadian factory which were 
imported into the United States. This duty was raised during 
the following year, so that, in 1923, the cost of the product 
delivered to the company’s office in the United States was increased 
by 3 cents per pound. Because of competition, the company had 
not increased the selling price of blueberry pie filling during that 
time. As a result, profits on that product were practically 
eliminated. In view of this situation, the company’s advisory 
committee, composed of the president, the vice-president, the 
sales manager, the head of the manufacturing department, 
the treasurer, and the auditor, in 1924 had to decide whether the 
company should cease manufacturing blueberry pie filling in 





1 Fictitious name. 
240 


DORHART COMPANY 241 


Canada and establish a plant for the manufacture of this product 
in Washington County, Maine, which was the center of a blue- 
berry growing and canning district. 

In addition to its Canadian plant, the Dorhart Company had 
three other plants: one in Boston, where jams, preserves, pie 
filling, and extracts were made; a factory in a northern Massa- 
chusetts city, where ovens and utensils were manufactured; and 
a summer factory in Maine, where wild raspberry jam and pre- 
serves were made. 

The products distributed by the company were divided into 
three large groups: the A group consisted of food products which 
were prepared in the company’s own plants; the B group included 
articles ordinarily carried by wholesale grocers and sold at whole- 
sale by the Dorhart Company; and the C group was made up 
of bakers’, confectioners’, hotel, and restaurant equipment. 
All the products in group C, with the exception of ovens and 
utensils made in the northern Massachusetts city, which com- 
prised about one-fourth of the total sales in the group, were sold 
at wholesale by the company. 

Although group B was considered a wholesale line by the com- 
pany, about 50% of these products were made, under production 
contracts stating a fixed price, in independent plants which 
received practically all their working capital from the Dorhart 
Company. Losses under these contracts would be borne by the 
outside manufacturers, since the contract price was not fixed until 
the fall, a short time before the Dorhart Company delivered to 
retailers the future orders it had taken, subject to buyer’s approval 
of price, in the spring. Since by fall the demand and supply 
of blueberries usually was stabilized, the Dorhart Company 
ran little risk of loss in stating a fixed price in its contracts with 
outside manufacturers. The manufacturers ran a risk, because 
other companies, to a large extent, followed the price quoted 
by the Dorhart Company. ‘Thus far, however, none of the 
manufacturers had incurred losses under the contracts with the 
Dorhart Company. In practice, this company shared accidental 
losses, such as those arising from cans breaking open, equally 
with the manufacturers. 

The three principal groups of products of the Dorhart Com- 
pany were subdivided, on the basis of the type of article sold, 
into the following 11 departments: 
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Jams, preserves, and pie fillings 
Crushed fruits and syrups 

Extracts 

Baking powder 

Staple wholesale groceries 

Specialties (such as powdered milk, molasses, and malt) 
Canned goods 

Bakers’ machinery 

Ovens 

B-10 Bakers’ utensils 

B-1r Ice cream and confectioners’ supplies 


Bhd Pr rrr 
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Each of the departments was in charge of an executive who 
was reponsible for the purchasing, selling, manufacturing, and 
administrative activities within his department. 

The net sales of the Dorhart Company were about $3,000,000 
a year. Sales were distributed over the three main groups of 
products approximately as follows: 


As@roup j4s2 ves aaa ty Sabah ates ow aaht Goriaee 40% 
B, QrOWD seh the es Aantal oer oe ee ak ae eee 45% 
CBTOUD Aycan chad le aetna caren ea a ee 15% 


The trend of sales was upward, and it was believed that within 
a few years they would reach $4,000,000 a year. 

A force of 32 salesmen sold the company’s products directly 
to bakers, confectioners, hotels, restaurants, and institutions. 
The sales within each main group of products were divided among 
the various classes of customers as shown in Exhibit 1. 


EXHIBIT 1 


DISTRIBUTION OF GROUP SALES OF DORHART COMPANY AMONG VARIOUS 
CLASSES OF CUSTOMERS 





j Hotels, Restaurants 
| Bakers | Confectioners and dfactiintane ? 
A group 70% 20% 10% 

B group 65 20 15 
C group 70 15 T5 





Annual sales of pie filling from the Canadian plant totaled 
approximately $63,400, representing about 2,500 kegs of 140 
pounds each at an average price of 18 cents a pound. ‘These 
sales thus were approximately 2% of total yearly sales, and 5% 
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of the sales in group A. The sales of this product were distrib- 
uted among the various classes of customers in the same manner 
as the rest of the products in group A. 

Some members of the Dorhart Company’s advisory committee 
proposed closing the Canadian plant and building a factory 
either at Calais or at Machias in Washington County, Maine. 
The production facilities of the new plant were to equal those 
of the Canadian plant. The factory was to be of modern con- 
struction located on a railroad siding. Suitable sites were avail- 
able in both Calais and Machias. 

The executives of the Dorhart Company estimated that the 
total cost of making blueberry pie filling would be less in Wash- 
ington County, Maine, than in Canada, if the product were sold 
in the United States, because of the import duty. As the com- 
pany paid 9 cents a quart for fresh berries in Canada and used 
about two-thirds of a quart of berries in one pound of pie filling, 
in Canada the raw material cost per pound of finished product 
was 6 cents; the manufacturing cost per pound of blueberry pie 
filling made in Canada also was 6 cents. A duty of 3 cents a 
pound made a total cost of 15 cents a pound for the Canadian 
product. In Washington County, Maine, berries would cost 
about 16% more than in Canada, because competition in bids 
for the berry crop in this locality was keen. Manufacturing cost 
also would be about 16% greater than in Canada, because of 
the higher labor cost. With blueberries at 10)4 cents a quart, 
the raw material cost of blueberries in Maine would be 7 cents 
per pound of pie filling as compared with 6 cents in Canada, 
manufacturing cost likewise would be 7 cents as compared with 
6 cents in Canada; and the total cost of the filling thus would 
be 14 cents per pound, as compared with 15 cents in Canada. 
The comparative costs per pound of pie filling, in Canada and in 
the United States, are summarized in Exhibit 2. 

The selling price of the blueberry pie filling varied from 18 
cents to 20 cents per pound. The comparative gross margin thus 
would be: in Canada, 3 to 5 cents per pound, or 1624% to 25% 
of selling price; in Maine, 4 to 6 cents per pound, or 22347% to 
30% of selling price. 

In Canada the manufacturing overhead was high, varying from 
20% to 25% of sales, because the plant was operated only during 
the blueberry season, which lasted three months. Profits in 
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EXHIBIT 2 


COMPARATIVE Costs, PER POUND OF FINISHED Propuct, OF MANU- 
FACTURING BLUEBERRY PIE FILLING IN CANADA AND 
IN THE UNITED STATES 


Canada Washington County, Maine 
(Cents) (Cents) 
eres ee emirate eae 6 a 
Manufacturing Cost.......... 6 7 
DUES onan ors cies ieat al atari 3 
plotal eaterci. et hacer eerie a 15 14 


Canada thus were small, and in some years a loss had been 
incurred. In Maine, on the other hand, the executives of the 
Dorhart Company estimated that a plant with overhead of from 
20% to 25% of net sales would make a net profit of from 214% 
to 6% of net sales. As the establishment of a plant in Maine 
was expected to involve a capital investment of about $15,000 
the plant thus would yield a net profit of from 10% to 26% 
of the capital investment. The net profit in Maine had to be 
large in order to offset the possible losses which might be sus- 
tained in years when blueberries were high priced. The selling 
price of the pie filling did not vary with the cost of the blue- 
berries, because of keen competition in the Se D entire 
line of hole grocery items. 

Nearly all the estimated capital investment of $15,000 would 
be needed for equipment used in making pie filling. A boiler for 
cooking blueberries would cost about $1,500. The canning equip- 
ment could be secured from the American Can Company, which 
would charge, for the use of its machinery, a royalty in the form 
of sales of cans to be used with the equipment. The cost of 
making the pie filling thus would vary with production, and fixed 
capital investment would be relatively small. Blueberry pie 
filling was made by heating blueberries to drive out the moisture 
and by adding sugar, along with other ingredients, to the berries, 
so that the compound was ready to be placed between pie crusts 
without further preparation by the consumer. About 90% of 
the blueberry pie filling was put up in kegs for sale mostly to 
bakers; 5% was packed in 30-pound tins; and the remain- 
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ing 5% was packed in barrels. The kegging and heating 
equipment could not be leased and, therefore, would be a fixed 
investment. 

If the Dorhart Company ceased to manufacture blueberry pie 
filling in Canada, it would not sustain a heavy loss of capital. 
The company’s investment in the Canadian plant had been writ- 
ten down on its books from $8,000 to $3,000. The heating and 
kegging equipment of the Canadian plant could be transferred 
to Maine at little expense. The only loss sustained would be on 
the building, which represented an investment of about $1,000 
and for which there was no market. 

The management of the company believed it was impracticable 
to attempt to develop a Canadian market for the pie filling and 
thus to avoid paying duty on its product. The population of 
Canada was only about 9,000,000, which was less than the pop- 
ulation of New York State. The fact that the population was 
scattered would necessitate a high sales expense, and an adver- 
tising campaign would have to be instituted in order to make 
consumers familiar with the company’s product. The company, 
therefore, was of the opinion that it would be less expensive to 
continue selling in the United States, where a market already 
existed, than to attempt to develop a Canadian market for pie 
filling. 

If a plant was established in Maine, the superintendent of the 
Canadian factory and the field men sent out to buy berries from 
growers in Canada would be dismissed, and new men would be 
sent from the Boston office to perform these functions in Maine. 
The superintendent of the Canadian plant owned a large acreage 
of blueberries and made pie filling under contract with the Dor- 
hart Company. The company paid him for his berries and, in 
addition, paid him a fixed price per pound of pie filling; out of 
this amount he paid the workers under him. It was possible 
that he would be dissatisfied if the company closed its Canadian 
plant, and that he would enter into a contract with a competitor 
of the Dorhart Company to make blueberry pie filling under the 
company’s formula, which was not patentable. This action was 
not probable, however, since there was little possibility of the 
rate of duty being lowered for a long time, and since Canada 
was not a desirable market for pie filling. As the Dorhart Com- 
pany was the foremost distributor of blueberry pie filling in the 
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United States, it had the advantage of a developed market over 
any possible competitors. 

If a factory was established in Washington County, Maine, on 
the other hand, competitors probably would be attracted to that 
region. A plant here would not be isolated as was the one in 
Canada, since this locality was the center of the blueberry can- 
ning district. The company, however, would still retain its mar- 
ket advantage over potential competitors. 

The establishment of a manufacturing branch in Maine would 
involve no new finance, production, or distribution problems. 
The financial position of the Dorhart Company was such as to 
enable it to make the required investment without difficulty; the 
production problems in Maine would be the same as those in Can- 
ada; and the distribution of the product was already established. 

Calais and Machias both had advantages as locations for the 
proposed new manufacturing branch. Calais had a sufficient 
supply of berries and satisfactory water facilities for washing 
the berries; also it was outside the competitive district farther 
south. Machias also offered an ample supply of berries and 
desirable washing facilities, but it was located in the center of 
the canning district. In order to attract less attention to the 
blueberry pie filling from competing canners, the executives, 
therefore, preferred Calais as a location for the proposed branch. 

The company had an opportunity to test the Maine location 
for a year through the lease of a small canning plant at Machias, 
at a cost of $1,000 for the year. No fixed investment in equip- 
ment would be required under this plan, since the canning 
machinery could be leased from the American Can Company, 
and the plant already was equipped with cooking facilities. Costs 
would thus vary with production. 

The condition of the blueberry market in 1924 indicated that 
the time was not suitable for establishing a permanent branch in 
Maine. The price of blueberries at that time was low, and the 
duty on blueberry pie filling coming into the United States was 
correspondingly low, since the amount of duty paid varied 
according to the total manufactured cost of the finished product. 
The management estimated, therefore, that the plant in Canada 
probably would be able at least to meet expenses in 1924. If the 
company operated a plant both in Machias and in Canada for 
one year, it would have the benefit of a year’s experience at 
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Machias on which to base its later action, without taking a loss 
on the Canadian property. 

Indications were, moreover, that the blueberry crop would be 
even better in 1925 than in 1924. Each year the growers burned 
over about one-third of their acreage, and the amount of the 
following year’s crop depended largely upon the success of the 
burn. As the burn in 1924 had been satisfactory, a large crop 
of blueberries at correspondingly low prices was expected in 1925. 
The company believed that in 1925 it could start production in 
a new plant at a lower cost than it could in 1924. 

The company decided, therefore, to take no immediate action 
in regard to stopping the manufacture of blueberry pie filling in 
its Canadian factory and establishing a plant in Washington 
County, although it was of the opinion that a manufacturing 
branch eventually should be established in Maine. Even though 
the total cost of making blueberry pie filling would be less in 
Maine than in Canada, the company determined to wait a year 
before deciding definitely whether to establish its new plant there, 
in order to test competitive and market conditions in Maine by 
leasing the canning factory at Machias for one year. The com- 
pany would use this factory to can blueberries, and if, at the 
end of a year, the experiment in canning had proved a success, 
the company would manufacture canned blueberries as well as 
blueberry pie filling in a plant to be located in Calais, Maine. 


CoMMENTARY: Two problems of policy are presented in the case of 
the Dorhart Company: the confinement of operations to the United 
States in order to avoid the tariff charge, and the maintenance of a 
full line by continuing to manufacture the blueberry pie filling. The 
problem as to the location of the manufacturing branch resolves itself 
into a matter of relative costs of production in Canada and in Maine. 

The figures presented for costs, 14 cents a pound for production in 
Maine and 15 cents for production in Canada, do not reveal the trend 
of costs. In a particular year, production figures might argue for a 
change in the location of the factory, but to do so without consider- 
ing the permanency of the conditions causing the change would be 
unwise, especially as the plant cost was considerable. If additional 
information on costs during the immediately preceding years, and care- 
ful estimates of costs for the subsequent year, were presented, a basis 
for making a decision would be afforded. The principal items of cost, 
berries, manufacturing costs, and customs duty, should have been 
studied independently, as their trends would be influenced by different 
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factors. If this study bore out the situation indicated by the cost 
figures presented in the case, to a sufficient extent to justify the capital 
loss of $1,000 and the capital investment of $15,000 involved, the plant 
should have been located in Maine. 

Distribution factors would not bear directly upon the decision, 
except as the necessity for supplying a full line might require the con- 
tinuation of the blueberry pie filling line. A full line, or a line supplying 
the demands of customers, is good insurance against inroads by com- 
petitors. The discontinuance of the line in this case seems to have 
been inadvisable as a solution to the problem. 


October, 1927 HON? G: 


SUNMAN Company! 


WHOLESALER—DRUGS 


WaAREHOUSING—Selection of Site for New Warehouse. A wholesale drug 
company with annual sales of $600,000, located in a city with a popula- 
tion of 75,000, was to build a new warehouse. Since most of its pur- 
chases were in less-than-carload lots, the firm would gain no advantage 
from location on a railroad siding. Moreover, since a majority of the 
company’s retail customers called daily at the warehouse to make small 
purchases, it was necessary to have the new warehouse easily accessible 
to customers. An available site was selected, therefore, near the center 
of the city. 


Warenousinc—Building Plans for New Warehouse. A wholesale drug com- 
pany, in planning the type of construction for a new warehouse, decided 
that it should be so designed that: the loading and unloading of mer- 
chandise could be carried on without congestion; storage space would be 
provided for delivery equipment; the stocks of merchandise would be 
readily accessible; communication between departments on different 
floors would be easy; and provision would be made for future expansion. 


MERCHANDISE Layout—Arrangement of Stocks in New Warehouse. A 
wholesale drug company, in planning the type of construction for a new 
warehouse, decided that the layout of merchandise should be such as to 
permit rapid filling of orders, ready accessibility of reserve stocks, reduc- 
tion in the number of employees, minimum wastage of time, and elimina- 
tion of incoming and outgoing traffic congestion. 

(1925) 


The Sunman Company, a wholesale drug company, followed 
a policy of expanding its operations slowly and conservatively. 
During the 12 years preceding 1925, annual sales increased from 
$200,000 to $600,000. In January, 1925, the construction of a 
new warehouse with improved service facilities was deemed to be 
necessary. The company officials, consequently, had to decide 
upon the selection of a site for the warehouse, the type of build- 
ing to be erected, and the general factors governing the arrange- 
ment of equipment and the layout of merchandise. 

The Sunman Company, located in a city with a population of 
about 75,000, sold a general line of powdered drugs, proprietaries, 
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pharmaceuticals, and sundries. Because retailers hesitated to 
accept wholesalers’ private brands, the company had not 
attempted to place a private brand upon any merchandise. Dis- 
tilled water was the chief product of the laboratory. The com- 
pany sold drug-store fixtures and soda fountains, but generally 
did not carry these articles in stock. 

The policy of the company had been not to expand more rap- 
idly than reinvested earnings would permit. It had borrowed 
from banks only at infrequent intervals. No money had been 
borrowed during the year 1924. In January, 1925, the company 
had a surplus and undivided profits of over $100,000. For sev- 
eral years, the officials of the company had contemplated the 
construction of a new warehouse, and had accumulated, for that 
purpose, bonds, certificates of indebtedness, and other securities 
to the amount of about $70,000. 

The warehouse then occupied by the company was within one 
block of the center of the city. It was a 3-story building of mill 
construction, containing about 23,000 square feet of floor space. 
This space included a balcony of about 2,000 square feet, on the 
first floor. The officials of the company had been satisfied with 
the results obtained from placing merchandise upon the balcony. 
An elevator, at the rear of the building, and a dumb waiter were 
the only accessory equipment installed in the building. The 
owner of the warehouse refused to keep it in good repair. The 
rent paid by the company, however, equaled only .63% of net sales, 
as compared with .75%, the common expenditure for the trade.? 

The warehouse was next to a public garage. The location of 
the building, together with its general condition, made the com- 
pany’s insurance rate slightly above $1 a hundred. The total 
insurance paid by the company in 1924 was .26% of net sales; 
this figure was 30% above the common figure of .2% for insur- 
ance expense in the wholesale drug trade.’ 

On the third floor of the warehouse was stored such merchan- 
dise as herbs and powdered drugs. The laboratory also was 
located upon that floor. The second floor was given over almost 
entirely to the storage of sundries. The first floor, on which was 
the broken-package merchandise, with the exception of sundries, 
contained practically all the proprietary medicines and pharma- 


* Bureau of Business Research, Harvard University, Bulletin No. 50, Operating 
ee in the Wholesale Drug Business in 1924, Table 31, opposite page 64. 
id. 
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ceuticals which the company carried in stock. The assembling, 
checking, packing, and shipping of merchandise were done upon 
the first floor. The offices, also, were located there, although no 
space was available for executives’ private offices. 

Ordinarily two men were employed upon the third floor, three 
men on the second floor, and nine men on the first floor. The 
duties of the nine men on the first floor were not defined specif- 
ically, since each man assisted wherever additional help was 
necessary; ordinarily, however, there were one packer, one ship- 
per, two checkers, and five stock clerks. One checker and one 
stock clerk spent their entire time in filling country orders and 
in supervising incoming freight. In addition to supervising the 
shipping, the shipper assembled for orders the merchandise, con- 
sisting chiefly of oils, mineral water, and fruit syrups, stored in 
the basement. 

Country orders, representing about 50% of the total sales vol- 
ume, were assembled and checked upon a table on the first floor, 
near the rear of the building. Orders for city customers were 
assembled and checked upon a table in the center of the room, 
near the front of the building. If an order, either for a country 
or a city customer, required articles stored on the second or third 
floor, or in the basement, those items were copied on separate 
sheets by a clerk before the order was sent to the operating or 
broken package department; these sheets then were taken to the 
respective floors, and the merchandise required was sent to the 
first floor, either by elevator or by dumb waiter. 

One stock clerk usually procured all the items for one order, 
except articles stored in the basement, or upon the second or 
third floor. A stock clerk, therefore, had to climb the stairs to 
the balcony each time an order specified merchandise located there. 
Although this practice interrupted the horizontal movement 
of orders in process of being filled, the officials of the company 
did not believe that the stock clerks considered it a hardship, 
since they never had complained. No estimate had been made 
of the waste motion involved in this practice. 

Ordinarily, reserve stocks of merchandise were kept in the 
same location as the forward stock from which orders were filled. 
Items of merchandise which were purchased in lots of several 
dozen cases were arranged in piles on the first floor. The cases 
then were opened one at a time by the stock clerks as the mer- 
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chandise was needed. This method eliminated the expense of 
transporting merchandise to a surplus stock department and of 
retransporting it to the operating department. More floor space 
was required in the operating department, however, than would 
have been necessary had the surplus stocks been carried in a 
different location. 

There were 56 retail druggists in the city. It frequently hap- 
pened that in one day as many as 40 of these sent to the ware- 
house for a small item of merchandise which they did not have 
in stock when ordered by a customer. The retailer’s customer 
usually was kept waiting until the merchandise could be procured. 
The officials of the Sunman Company had attempted to induce 
the retail druggists to purchase in small frequent orders. This 
practice not only minimized the risk of overstocking a particular 
item, but also enabled a retailer to obtain a higher rate of stock- 
turn. Because of the multiplicity of items in the drug business, 
an attempt by a retailer to carry all items would mean large 
stocks and low stock-turn. 

The limited floor space in the warehouse prevented a satisfac- 
tory layout of merchandise. Ordinarily, it was necessary to place 
goods wherever a vacant space could be found, regardless of the 
location. As a result, merchandise frequently was misplaced and 
was reported ‘“‘out of stock.”” When the Sunman Company did 
not have in stock the articles ordered by customers, it was cus- 
tomary to obtain the merchandise from competitors. To a great 
extent, this reciprocity with competitors made it possible to avoid 
back-ordering merchandise. The reciprocity agreements, how- 
ever, provided that a wholesale drug company should pur- 
chase such fill-in merchandise from another company at the 
wholesale list price. Thus no profit was obtained from this type 
of sale. 

The warehouse had poor facilities for shipping merchandise. 
All orders for city customers had to be taken out through the 
front door. Thus there was not only congestion in the entryway, 
but there was little available street space in which customers 
might leave their trucks or automobiles before the warehouse. 
Country orders were shipped through a rear entrance opening 
upon a public alley. The use of this alley by other mercantile 
establishments located in the vicinity frequently led to conges- 
tion of out-going deliveries. Shipments of incoming merchan- 
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dise, which also were brought in through this alley, often were 
delayed. 

The first step in the plans for the new warehouse was to select 
a suitable site. The location must be satisfactory with respect 
to railways, foundations, the cost and dimensions of the site, and 
the operating economies obtainable. 

Because of its small volume of sales, the company purchased 
few items of merchandise in carloads, and hence had to transport 
practically all its incoming merchandise from the freight depot; 
a railway siding, therefore, would not be worth consideration. A 
location on a railroad, furthermore, would be dustier and more 
insanitary than one located at a distance. The officials decided, 
therefore, that a suitable site for the warehouse would be near the 
center of the city. Another reason for a central location was that 
the company’s warehouse should be easily accessible to the retail 
druggists who came to the warehouse or sent their clerks to obtain 
small items of merchandise. ‘The officials decided, also, that for 
the company’s purposes, an ideal warehouse should be 2 stories 
high, 100 feet wide, and 140 feet long. In a warehouse of these 
dimensions, it would be possible to store all the broken-package 
merchandise, as well as sundries, upon the first floor, and still 
provide sufficient room for an increase in the volume of sales. 

Although the company found several sites whose dimensions 
were 140 feet by too feet, they either were not for sale or were 
not located centrally. It was decided, therefore, to purchase a 
site whose dimensions were 140 feet by 80 feet, located only 2 
blocks from the center of the city. On this site the company 
built a 3-story warehouse of mill construction, which, with the 
real estate, cost approximately $125,000. The company esti- 
mated that this capital expenditure was financially justifiable, 
since bank or mortgage loans would approximate at most only 
about one-fifth of the total cost. Depreciation was to be charged 
off at the maximum rate permitted by tax officials; this rate 
would be determined as soon as possible. 

The arrangement of equipment to provide effectiveness of 
operations in the new warehouse was as follows: A one-story, 
enclosed fireproof driveway, 10 feet wide, was built along one side 
of the new building. In the floor of the driveway were openings 
into the basement, which was constructed under both the build- 
ing and the driveway. One opening entered a fireproof room 
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sufficiently large to contain a carload of excelsior. Through the 
second opening, coal could be unloaded into a fireproof room adja- 
cent to the furnace room. The third opening was one through 
which ashes could be removed. No mechanical aids for this pur- 
pose were provided. Opening into the driveway from the first 
floor was a doorway through which all city orders were to be 
shipped. Thus, delivery trucks would be under shelter while 
they were being loaded. Since the driveway could be closed and 
locked, it also furnished storage space for the delivery equipment. 
Country orders were to be shipped through a passageway at the 
rear of the building, opening from the shipping department into 
an alley. Since no other large mercantile establishment used 
this alley for the shipment of merchandise, congestion would not 
occur. 

The dimensions of each floor of the new building were 70 feet 
by 140 feet. The ground floor contained a large room for ware- 
house purposes, a clerical office, and the executive office. The 
other floors were used almost entirely for warehousing. In the 
warehouse space on the first floor, balconies were constructed at 
both sides and at both ends; they were connected by a balcony 
suspended from the ceiling and extending lengthwise of the room, 
and by a runway extending crosswise. On the floor and the bal- 
conies were constructed shelves and bins, between longitudinal 
and transverse aisles, for the storage of merchandise. The front 
and rear balconies were approximately 15 feet wide, while those 
on either side and in the center were about 10 feet wide. ‘The 
balconies were reached by two stairways from the first floor. 

In addition to an elevator from the basement to the third floor, 
there were two fireproof stairways, one at the rear and one at the 
front of the building. A spiral chute also extended from the third 
floor to the first floor, terminating between the tables upon which 
country and city orders were to be assembled. Three dumb 
waiters extending from the third floor to the first floor also 
terminated between these tables. The number and final location 
of shipping racks would be determined when the building was 
occupied. 

In order to provide for future growth in sales volume, the 
building was so constructed that the balconies could be made 
into another floor if necessary. The construction of the building 
also provided for the addition of a fourth floor, if that should 
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become necessary. The latter addition could be made without 
removing the roof. 

The basement, in addition to the fireproof rooms already 
described, contained two other similar rooms. A chute leading 
from the alley to the basement permitted merchandise packed 
in barrels and boxes to be stored in the basement without the 
use of the elevator. 

As far as possible, both broken- and full-package supplies were 
to be stored together, for convenience in filling orders and to 
prevent needless rehandling. As formerly, the more rapidly 
moving articles would be left in the original cartons. 

The company intended to place all its broken-package mer- 
chandise, with the exception of sundries, upon the first floor and 
upon the balconies. This layout permitted the orders to be 
shipped with the least possible delay, thus insuring prompt 
delivery to customers. The exact location of each item of mer- 
chandise had not been determined finally. The items having the 
largest volume of sales were to be placed nearest the assembling 
tables. Those items for which there were only infrequent calls 
were to be placed upon the balconies. As the building’s floor 
area was smaller than that originally desired by the officials of 
the company, it was necessary to place the sundry merchandise 
and the sundry display room upon the second floor. The third 
floor was to contain the powdered drugs which it was necessary to 
keep dry, and the laboratory. In the basement were to be stored 
the fruit syrups, mineral waters, and oils which had to be kept in 
a cool place; empty bottles also were to be stored in the basement. 

On the first floor, city orders were to be assembled and checked 
on a table placed in the center of the room, opposite the passage- 
way leading to the driveway. Country orders were to be assem- 
bled and checked on a table at the rear of the building, adjacent 
to the shipping department. The purpose of this arrangement 
was to facilitate the prompt shipment of all orders. For incom- 
ing freight, there was an entrance in the rear of the building 
directly in front of the elevator. Space at the front of the first 
floor was to be used for offices, both executive and clerical. When 
retail druggists came to the warehouse for merchandise, they 
would pass through the offices, so that the executives would have 
an opportunity to greet personally each retail druggist who visited 


the warehouse. 
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The officials of the Sunman Company expected that the use of 
the new building would reduce operating expenses. It would 
effect a monthly saving of $100 in insurance, and would eliminate 
garage rent of $400 a year. The officials believed that the insur- 
ance, taxes, and depreciation to be incurred each year, together 
with the interest on the investment, would not exceed .75% of 
net sales, the common expense for rent in the wholesale drug trade 
in 1924.4 

The increased floor space on the first floor would make possible 
a more standardized arrangement of the merchandise which, with 
the installation of the spiral chute and the dumb waiters, would 
permit orders to be filled and dispatched more promptly than 
previously. For this reason, one of the nine men formerly 
employed on the first floor could be discharged. Moreover, the 
better service which the company could offer its customers was 
expected to result in an increased volume of sales. As a result of 
the increased volume and the decreased operating expenses, the 
officials expected the total operating expenses of the company to 
be reduced from 16.80% to 15.80% of net sales, a reduction 
of 1%. 


ComMENTARY: The belief of the officials that the annual insurance, 
taxes, repairs, depreciation, and interest charges would not exceed 
-75% of the net sales would appear to be inerror. A conservative esti- 
mate of such expenses for a property costing $125,000 would be 
$10,000, which amounts to 1.7% of the company’s annual net sales 
and exceeds the normal rental charge of .75% by $5,000 a year. 
Inasmuch as the officials planned to borrow only one-fifth of the sum 
needed, it seems probable that their expense figures did not include a 
proper interest charge against their surplus funds thus invested. The 
reductions in operating expenses or increases in business would not 
appear to be sufficient to neutralize this abnormally high rent ratio. 

It is apparent that the dominating factor determining the location 
of the new warehouse was its immediate adjacency to the center of 
the city, where the warehouse would be easily accessible to retail drug- 
gists. There are several factors which might tend to mitigate the 
importance of this centralized location. Increasing traffic congestion, 
for example, would be a growing disadvantage to such a site. With 
the present use of the motor car and truck, it is frequently found that 
locations on strategic highways outside the business district are better 





‘Bureau of Business Research, Harvard University, Bulletin No. 50, Operating 
Expenses in the Wholesale Drug Business in 1924, Table 31, opposite page 64. 
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suited from the standpoint of convenience and accessibility. Again, 
the trend of the city’s growth with regard to the location of outlying 
drug stores and shipping points to country trade might establish a 
center of gravity at some point other than the center of the city. 
Zoning regulations allowing, an outlying location would probably have 
further advantages in lower insurance rates, possibilities of erecting a 
cheaper type of building, and opportunity for additional parking space 
for customers’ cars. 

The initial consideration of the virtues of such outlying areas would 
also have widened the field of opportunities for the renting of more 
commodious quarters. In view of the recent increases in the costs of 
building, there is some probability that an increase in floor area might 
have been obtained at a lower rental cost by this means. 

The case does not give sufficient data to determine the degree of need 
for larger quarters. The statement is made that the limited floor 
space required goods to be placed wherever room could be found, regard- 
less of location, and that this situation resulted in merchandise 
being frequently misplaced and reported out of stock. While conges- 
tion introduces difficulties in stock control, it should not render such 
control ineffective, although the situation may justify increased oper- 
ating expense. It is not infrequently found that the disadvantages of 
congestion are more than outweighed by the disproportionate increases 
in expense which would be caused by additional floor space. 

It was noted also that the owner of the old warehouse refused to 
keep it in repair. It is possible that the Sunman Company could have 
made these repairs at its own expense and still have maintained its 
total rent figure at a suitable ratio. 

Justification for the shouldering of the abnormal rental expense 
would follow from further evidence that: 

1. The center of gravity of trade was found to be in the center of 
the city. 

2. No suitable buildings were available in the outskirts of the busi- 
ness section. 

3. The central location was such that it would not be adversely 
affected by future changes in the location of the trading center and by 
future traffic congestion. 

4. The initial cost and maintenance expense of a new building in the 
outlying district would not be less than one centrally located. 

5. The three-story building was as well adapted to economical 
operation as the two-story building originally considered to be ideal. 

6. An analysis of possibilities of conserving present storage space 
proved that there was no opportunity to make use of existing facilities 
to better advantage. 


January, 1927 E. H.S. 
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WHOLESALER—DRUGS 


Warenousinc—Revision of Packing System to Increase Storage Space. The 
sales of a wholesale drug company had increased so that the warehouse 
space reserved for open-package merchandise, from which orders were 
filled, became inadequate. After merchandise had been checked with the 
order to which it applied, it was placed on a truck in the aisle behind 
the checkers and taken by packers to the packing department in the rear 
corner of the room. By installing a conveyor system to carry mer- 
chandise from the checkers to the packers, the company eliminated the 
necessity of using one aisle for the packers’ trucks and thus provided 
additional space for the storage of open-package merchandise. 


OrvER Firurnc—Revision of Packing System to Eliminate One Handling of 
Merchandise. The sales of a wholesale drug company had increased so 
that the warehouse space reserved for open-package merchandise, from 
which orders were filled, became inadequate. In order to provide addi- 
tional storage space and to eliminate one handling of merchandise in 
filling customers’ orders, the company decided to replace a shipping rack, 
on which merchandise was placed after being packed, before it was sent 
to the shipping department, by eight trucks, each large enough to hold 
the orders of about 12 customers, and each of which was to be taken, 
when loaded, directly to the shipping platform. 

(1924) 

Sales of the Relson Company, a drug wholesaler, were $1,100,- 
000 in 1922 and $1,300,000 in 1923. In 1924 the company’s sales 
to its 250 customers were being maintained at a rate approxi- 
mating $1,500,000 annually, which meant a 15% increase over 
1923 sales. Since this increase required additional storage space 
and additional handling of merchandise, the officials of the com- 
pany studied the operations of the warehouse in order to find 
means of conserving space and of increasing the efficiency of 
operations. 

The Relson Company rented a five-story brick building in which 
both the warehouse and the offices were located. On the fifth 
floor was stored the merchandise in full packages, which consti- 
tuted the surplus stock. On the fourth floor were placed the bulk 
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drugs and sundries. The third floor contained, with the exception 
of sundries, all the open-package merchandise, which constituted 
about 90% of sales. Checking and packing also were done on 
this floor. The larger part of the second floor was subleased, and 
the remaining space was used for the storage of bulk merchan- 
dise. ‘The first floor contained the offices, the display room, the 
shipping department, and that merchandise, such as bottles and 
other glassware, which it was desirable to handle as infrequently 
as possible. 

After an order had been received from a customer and checked 
by an order clerk, it was sent by a dummy elevator to a desk at 
the front of the third floor. If any bulk drugs or sundries were 
included in the order, a notation of the amount ordered was sent 
to the fourth floor. A copy of the order also was sent to the clerk 
in charge of the full-package merchandise if any such merchan- 
dise was required by the order. All the bulk drugs and sundries 
included in an order were sent to the third floor, where they were 
assembled and checked, together with the items of merchandise 
from that floor. Full-package merchandise was sent directly to 
the shipping department. 

The open-package department employed 16 stock clerks, 3 
checkers, and 3 packers. A wide main aisle ran from the front 
to the back of the floor. At right angles to the main aisle were 
passageways with merchandise stored in shelves or bins on either 
side. The location of each type of merchandise was determined 
chiefly by experience and convenience; no analysis had been made 
to find the most effective relative positions of lines or items. The 
layout of the third floor was as shown in Exhibit 1. 

At one side of the room, beyond the passageways and parallel 
with the main aisle, was a long checking table, the top of which 
was divided into bins. After a stock clerk had procured an order 
from the desk in the front of the room, he went through the pas- 
sageways and secured the items of merchandise required. This 
merchandise then was placed in one of the bins on the table; each 
bin contained the merchandise for only one order. Between the 
table and the wall was an aisle in which the checkers worked. 
They checked the accuracy of the items of merchandise which 
had been assembled for each order by taking each item from 
the bin and comparing it with the order before placing it in a 
box on one of several trucks which stood in the aisle. When 
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any truck had been loaded fully with boxes of merchandise, a 
packer took it to the packing department in a rear corner of the 
room, where he packed the merchandise for shipment. 
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Exhibit 1: Floor plan of open-package department, on third floor of Relson 
Company’s warehouse 


As the stocks of merchandise in the open-package department 
became depleted, the clerk in charge of reserve stocks was noti- 
fied. Merchandise to replace the depleted stock then was sent 
from the fifth floor to the third floor by means of a spiral chute. 
As much as possible of this work was done each morning prior 
to the time that the work of filling customers’ orders was begun. 
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The stocks of many items of merchandise, however, became 
depleted during the day, making it necessary to send reserve mer- 
chandise down immediately. The entire time of one man and 
half the time of another was required to send merchandise from 
the reserve stock room to the open-package department. If a 
stock clerk, in filling an order, required an item of which the open 
stock had become depleted, a company rule stipulated that he 
should not work upon any other order until that item of mer- 
chandise had been received from the surplus stock room and 
placed in the proper bin on the table. The purpose of this rule 
was to keep the number of errors ata minimum. It had been the 
company’s experience that if a stock clerk was permitted to fill 
other orders while waiting for merchandise from the surplus stock 
room, he was likely to forget to obtain the merchandise when it 
arrived or to place it in the wrong bin. 

Late in 1924 the limited open-package storage space was insuf- 
ficient for the increased sales. The forward stocks were exhausted 
more frequently than before, and, as a result, the idle time of 
stock clerks who were waiting for replenishment supplies was a 
conspicuous waste. If more space could be obtained for open- 
package stock, such idle time could be reduced through greater 
continuity of operations. 

After the merchandise had been packed and was ready for ship- 
ment to customers, it was placed upon a shipping rack, which 
extended across the back of the room at right angles to the wide 
center aisle. Each customer was designated by a number, which 
was written upon the shipping tag attached to each parcel to be 
shipped to the customer. The customers’ numbers also were 
printed on the shipping rack and arranged according to the 
delivery routes followed by the company’s trucks. For example, 
all customers upon Route 1 had consecutive numbers, and mer- 
chandise for them was placed in a specially designated section 
of the rack. After an order of merchandise had been packed 
and the shipping tag prepared, the order was placed upon the 
shipping rack in the section designated by that customer’s 
number. 

Upon examination, the company’s system of checking and pack- 
ing appeared unsatisfactory. In the first place, it required too 
much space. If the necessity of using the aisle for the packers’ 
trucks could be avoided, that additional space could be used for 
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storing open-package merchandise. Furthermore, the confusion 
and congestion caused by the passage of the packers up and down 
the aisle with truck loads of merchandise delayed the rapid com- 
pletion of orders. As sales volume increased, this congestion 
would become worse. 

The company decided to avoid the use of the packers’ trucks 
by installing a conveyor to carry merchandise from the checkers 
to the packers. The conveyor, which was set against the wall, 
had a width of less than 30 inches. It consisted of a framework 
which held circular rollers. The end of the conveyor behind the 
checking section was higher than the end in the packing depart- 
ment; hence, a box of merchandise placed on the rollers moved 
by gravity to the packing department. This conveyor was 
installed at a cost of $350. 

The officials of the company were not satisfied with the opera- 
tion of the shipping rack. Under the method in use, it was neces- 
sary for the boxes to be taken off the shipping rack, placed on a 
truck, taken by the truck to the first floor on the elevator, and 
unloaded from the truck preparatory to being weighed and loaded 
on the delivery trucks. It was found, furthermore, that mistakes 
often were made when the merchandise was taken from the ship- 
ping rack and placed upon the trucks. A box which was so situ- 
ated on the rack as to indicate, for example, that the purchaser 
was located near the beginning of a route, might be located finally 
with orders for delivery near the end of the route, so that the 
driver would overlook the box until he had passed its destination. 
In such a case, it would be necessary for him to retrace his route. 
A further disadvantage of the rack was that it occupied space 
which the company could use advantageously for the storage of 
merchandise. 

The company decided, therefore, to build eight trucks, at a cost 
of $44 each, to be used in place of the shipping rack. Each truck 
had three decks and was large enough to hold the orders of about 
twelve customers. The system of numbers formerly employed 
with the shipping rack was used with the trucks. The loaded 
trucks were taken by elevator directly to the shipping platform. 
Their use, therefore, eliminated one handling of merchandise, 
that of taking orders from the rack and placing them on trucks. 
Furthermore, as customers’ numbers could be placed on all four 
sides of a truck, the trucks required less floor space than formerly 
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was required by the shipping rack; as a result, more space was 
provided for the shelving of open-package merchandise. 

The results obtained from the first six months’ use of the con- 
veyor and trucks were entirely satisfactory to the Relson Com- 
pany. ‘The space made available by the changes described was 
sufficient for approximately 1,000 feet of additional shelving for 
open-package merchandise. As a consequence, the time of only 
one man was required to supply stock from the surplus stock 
room, whereas formerly the entire time of this man together with 
half the time of another man had been required. By eliminating 
the necessity for packers to transport the merchandise up and 
down the aisle back of the checkers, and by eliminating the neces- 
sity of rehandling the merchandise after it had been placed upon 
the shipping rack, the company saved the entire time of one man 
and approximately half the time of another. The officials of the 
company estimated, therefore, that installations costing $702 
saved the time of two men, or an amount equal to approximately 
$2,200 a year. This amount, furthermore, did not represent the 
entire saving; it was impossible to estimate the additional expenses 
which would have been incurred by the increased volume of sales 
if the former method had remained in use. 


CoMMENTARY: The steps taken by the Relson Company to con- 
serve space and eliminate handling operations were commendable. 

In both instances the urge for improvement resulted from operating 
conditions which were sufficiently serious to attract attention. A more 
comprehensive survey, involving the complete cycle of transportation 
and storage from receipt to disbursement, might have brought oppor- 
tunities for further advance in fields where the need of improvement 
was not so obvious. 

Some concerns, for example, have made use of special motor truck 
bodies upon which the packing trucks may be placed, thus elimi- 
nating an additional handling of material in process of delivery to cus- 
tomers. ‘There is also a possibility that handling costs could have been 
decreased through the storage of bulk stock with open-package stock. 
An analysis of past orders to determine the frequency of demand for 
each product might have resulted in a rearrangement of stock which 
would shorten the average travel of the stock clerks. Space might be 
further conserved through a study of suitable bins, shelving, and stor- 
ing devices to the end that vertical storage to ceiling heights might be 
undertaken with a minimum of waste space and effort. A study of 
rates of turnover might also suggest a decrease in the size of orders in 
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certain products, with consequent lessening in space requirements. 
The feasibility of such potential economies depends wholly upon the 
particular conditions met with in a given instance. They are illustra- 
tive, however, of avenues of inquiry which would be pertinent in a 
comprehensive survey of the storage problem. 


January, 1927 E. H. S. 


Rocers Company! 


WHOLESALER—HOSIERY AND UNDERWEAR 


Purcuastinc—E ffect of Falling Market on Advance Orders for Seasonal Goods. 
A wholesale dry goods firm, selling goods under its own brand, special- 
ized in hosiery and underwear of both staple and seasonal types. Ordi- 
narily, the company ordered its seasonal goods from six to nine months 
in advance of needs, in order to assist manufacturers to level their 
production peaks; it was convinced that continuous production was 
of benefit to consumers from the standpoints of excellence and uniform- 
ity of output. In the summer of 1923, when prices were falling, the 
company decided to follow its established policy of placing orders in 
advance for articles of seasonal demand, at the same time advising 
manufacturers to be cautious in their purchases of raw materials. 


Purcuasinc—Effect of Falling Market on Advance Orders for Staple Goods. 
A wholesale dry goods firm, which sold goods under its own brand, spe- 
cialized in hosiery and underwear of both staple and seasonal types. 
The staple goods sold by the company were purchased from manufac- 
turers continuously throughout the year and sold at standard prices. 
In the summer of 1923, when prices were falling, the company decided 
to restrict its orders of staple goods, consisting chiefly of silk hosiery, 
inasmuch as the price of raw silk was proportionately higher than that 
of other raw materials. 

(1923) 

The Rogers Company, a wholesale dry goods firm, specialized 
in hosiery and underwear. Sales in these two lines comprised 
ordinarily from three-fourths to four-fifths of the company’s 
total sales. All the goods were sold under the company’s own 
brand. ‘The underwear was principally of standard styles, but 
was of various types and weights to meet requirements of the 
different seasons. Sixty per cent of the hosiery sold was of 
standard styles which were manufactured and sold continuously 
throughout the year. Approximately 25% of the hosiery was of 
semistaple styles; and the demand for the remaining 157% was 
seasonal. 

Ordinarily, the company ordered its seasonal goods from six 
to nine months in advance of its needs in order to assist the manu- 
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facturers to level their production peaks. Such articles were held 
in storage by the manufacturers until the company needed them. 
Exceptions to this purchasing policy had been made in years 
when the company expected a drastic reduction in prices such as 
occurred in 1920. 

In the summer of 1923, when prices were somewhat lower than 
at the first of the year, it was necessary for the company to decide 
whether to curtail purchases of staple articles until the market 
became more stabilized, and also whether it was wise on a falling 
market to place advance orders for seasonal merchandise. Prices 
in 1923, however, were not inflated to such an extent as in 1920. 
Although they might continue to decline, the company did not 
expect the reduction to be serious. 

The company purchased the entire output of 8 or ro manufac- 
turers, and the partial output of about 50 others. Of the pur- 
chases from those 50, 75% were made from 8 or 10 medium-sized 
companies. The manufacturers were all specialists. For exam- 
ple, one produced silk socks exclusively; another, women’s silk 
hosiery; and a third, children’s stockings. Others specialized in 
various kinds of woolen hosiery and underwear. The company 
believed that by purchasing from manufacturers who specialized 
on one article, it secured the best service, the lowest prices, and 
the most uniform quality. Production was more economical in 
a factory which manufactured one standard article and sold it 
to one company or to only a few distributors. The overhead 
of such a company was reduced to a minimum, and the manage- 
ment had an opportunity to progress steadily in the improvement 
of processes and machinery and in the perfection of its product. 

In the company’s opinion, the chief advantage of ordering 
seasonal merchandise in advance was that, in return for the 
removal by the wholesaler of the problems connected with seasonal 
production, the manufacturer could give better service to the 
wholesaler and was more willing to cooperate. Although the sav- 
ings which resulted from continuous production were not known 
definitely, they were estimated to be greater than the carrying 
charges on the finished product. Continuous production elimi- 
nated many organization difficulties. A manufacturer who offered 
steady employment attracted workers of greater skill and ability 
than could be secured by a factory which laid off many employees 
each year during the slack period. The result was that the 
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merchandise produced under such conditions was of a finer and 
more uniform quality. 

The chief disadvantage of ordering in advance of needs was 
that when prices declined after the orders had been placed, the 
company sustained a loss. If, for example, the company had 
had large advance orders outstanding in 1920 prior to the break in 
prices which occurred in the summer of that year, the effect on 
its finances would have been disastrous. During the period pre- 
ceding the break, the officers of the company had realized that 
prices were excessively high and had decided to place no more 
orders. This action also had prevented losses on the part of the 
manufacturers, because, in response to the declining volume of 
orders, they had curtailed their purchases of raw materials at the 
prevailing high prices and, consequently, had avoided the accumu- 
lation of high-priced inventories. The wholesale company could 
influence the manufacturers’ scale of production more readily in 
the case of staple goods than in the case of seasonal goods, how- 
ever. Sales of staple goods were continuous, so that the manu- 
facturers could base their scale of production upon the orders 
received currently, and, when those orders declined, could curtail 
production. Seasonal goods, on the other hand, had to be pro- 
duced in advance of a season’s opening, and the manufacturers 
could not be certain that a decrease in advance orders indicated 
a decrease in the demand that would be manifested when the 
season opened. 

The Rogers Company believed that its function was to serve 
as a distributor for manufacturers and not to speculate on market 
fluctuations. Inasmuch as the articles which the company dis- 
tributed, both staple and seasonal, were standard and carried a 
well-known trade-mark, there was no necessity, in the opinion 
of the company, for the prices of its goods to change in accord- 
ance with the continual fluctuations that occurred in the prices 
of raw materials, except in the case of fundamental price move- 
ments such as occurred in 1920. The company was of the 
opinion that standard prices on staple goods were to the advan- 
tage of the manufacturer, distributor, and consumer; for other- 
wise, manufacturing was irregular; the distributor could not 
offer the best service because of the uncertainties of the market; 
and the consumer not only was confused and dissatisfied by the 
price changes but also received inferior quality and service. The 
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company, therefore, did not expect to change its selling prices 
on staple goods during 1923. For the seasonal goods, prices in 
one season probably would remain fairly constant, but they were 
likely to change from one season to the next. 

The Rogers Company, in the summer of 1923, decided to 
restrict its orders of staple goods, which consisted chiefly of silk 
hosiery, inasmuch as the price of raw silk was proportionately 
higher than that of other raw materials. 

For articles with a seasonal demand, however, the company 
decided to followits established policy of placing orders in advance. 
At the same time, it advised the manufacturers to be cautious 
in their purchases of raw materials, inasmuch as the prices of 
raw materials might decline. The company followed this policy 
because of its conviction that continuous production was of 
benefit to consumers from the standpoint of excellence and 
uniformity of output. It was also of advantage to the company 
to cooperate with its manufacturers in their efforts to level their 
production peaks. 

Pursuant to the purchasing policy which it decided to follow 
during 1923, in the fall of that year the Rogers Company had 
ordered approximately 75% of its 1924 spring goods. Since 
silk prices continued high, however, staple silk hosiery was ordered 
no more than go days in advance of the company’s requirements. 


CommeEntTARY: An example is afforded by this case of the problem 
of governing purchases with reference to future business conditions. 
The company apprehended that raw material prices and hence finished 
goods prices were to decline moderately. The validity of that judgment 
is not open to discussion here; the question presented in the case con- 
cerned the buying policy to be followed on the assumption that the 
judgment was well founded. 

The question is subdivided into two parts, one relating to the pur- 
chase of staple goods, the other to the purchase of seasonal style goods. 

For staple goods, apparently, orders usually were placed by the 
company only far enough in advance to enable the mills to operate 
continuously and evenly. The company’s decision to postpone its pur- 
chases of staple goods therefore was contrary to its averred practice 
of facilitating production. The company, furthermore, stated that it 
did not intend to change the selling prices on its staple goods as a 
result of the anticipated decline in raw material prices; it aimed at 
maintaining its standard selling prices. Those circumstances did not 
afford logical ground for the company’s decision to restrict its pur- 
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chases of staple hosiery. If the company had apprehended a falling 
off in sales, a different set of circumstances would have been presented, 
but the evidence given makes no reference to that contingency; the 
factors cited as entering into the company’s decision were solely those 
of production and price. If the statements in the case are correct, the 
company undertook to secure a speculative gain on its purchases of 
staple hosiery rather than to carry out an orderly merchandising 
program. 

The reasons ascribed for the placing of the customary advance 
orders for seasonal style goods were the maintenance of uniformity in 
the quality of the product and the assistance to the manufacturers in 
leveling production peaks. For seasonal style goods it was, of course, 
essential to have the goods available for sale when the season opened, 
since otherwise the sales opportunities would have been lost. On such 
style goods, moreover, price doubtless was a less important factor than 
style in effecting sales. 

For seasonal style goods the merchandise had to be produced in 
advance of the selling season and stocks had to be accumulated tem- 
porarily either by the wholesaler or by the manufacturers. The whole- 
saler had been assuming the risks attendant upon the advance ordering 
of style merchandise. If the wholesaler had thrown those risks 
back upon the manufacturers, the manufacturers would have been 
forced, sooner or later, to adjust their operating plans to enable them 
to carry those risks with safety, and the wholesaler would have become 
a less useful agency of distribution. The company’s decision to place 
advance orders for style goods was in accordance with the functions 
that it had undertaken to render in marketing hosiery. 


March, 1927 M. T. C. 


EASTERN CENTRAL RAILROAD! 


 PuRCHASE SoURCES—Continuing Established Relationship. Although the 
prices for lubricating oil quoted by its established supplier were substan- 
tially higher than those of a competing and less experienced oil company, 
a railroad continued to purchase from its customary supplier. Com- 
panies which supplied railroads with lubricating oil maintained super- 
visors on the road to see that the oil was used properly. The railroad 
did not wish to risk poor supervision, and consequent increased charges 
for repairs, through a change in its source of supply. 


Purcuase Sources—Choice Influenced by Attitude of Purchaser’s Employees. 
A railroad was influenced in its decision to continue buying lubricating 
oil from its established supplier at a higher price than that asked by a 
competing oil company by the fact that the railroad employees probably 
would object to a change in oil. 
(1923) 


In 1923, the cost of lubricating oil for the rolling stock of the 
Eastern Central! Railroad was $200,000. The Moylan Refining 
Company supplied the entire quantity on an annual contract 
in which the price basis was the locomotive and car mileage. 
In the fall of that year, the purchasing agent of the Eastern 
Central Railroad was uncertain whether to obtain its 1924 supply 
of lubricating oil from the same supplier or from a company 
quoting a lower price. 

For 20 years the Moylan Refining Company had supplied 
the Eastern Central Railroad with lubricating oil. Several 
other oil companies had offered strong competition to this com- 
pany during the preceding 10 years, but the purchasing agent 
of the Eastern Central Railroad had continued to buy from the 
Moylan Refining Company because its service and product always 
had been reliable. The entrance of competitors into the market, 
however, had resulted in a decrease of approximately 40% in the 
Moylan Refining Company’s quotations during that period. 

In the fall of 1923, the Eastern Central Railroad requested 
bids for lubricating oil for 1924 from several manufacturers. 
The two most favorable quotations were those of the Moylan 
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Refining Company and of the Winthrop Oil Company,? a firm 
which had been producing lubricating oils for only about 10 years. 
The Moylan Refining Company quoted a price of $4.53 per thou- 
sand locomotive miles, and the Winthrop Oil Company a price 
of $3.32 per thousand locomotive miles. The two companies’ 
quotations per thousand car miles were in about the same ratio. 
The purchasing agent of the Eastern Central Railroad attempted 
to discover the cause of this difference in prices in order to decide 
whether the company offering the lower bid should be given the 
contract for the 1924 supply of lubricating oil. 

The purchasing agent obtained samples of oil from both 
manufacturers and submitted them to the railroad’s chemist 
for analysis. The chemist’s report stated that there was almost 
no difference in the quality of the two samples. An analysis by 
chemists not connected with the company showed that the product 
of the Winthrop Oil Company had a slightly lower resistance to 
friction and that it increased in temperature slightly more over 
a test period of five hours. This fact did not mean that the oil 
would not be so satisfactory as that of the Moylan Refining Com- 
pany, however, and did not account for the difference in price. 

The purchasing agent was unable to obtain definite data 
from other railroad companies concerning differences in the qual- 
ities of the products of the two oil companies. With one exception 
all reports on the Winthrop Oil Company’s product were satis- 
factory. The purchasing agent believed that the company which 
had made the unfavorable report had not given the product a fair 
test because that company’s employees had wished to use the 
specific product to which they had become accustomed. 

The service rendered in the lubrication of railroad equip- 
ment was extremely important. The oil company having a 
contract for such lubrication maintained a supervisor on the 
road to see that proper lubricating methods were followed and 
that the proper quality of oil was used. The ability of this 
supervisor not only affected the efficiency of railroad operation 
but also made possible savings to the railroad company as well 
as to the manufacturer of lubricating oil. The savings resulting 
from any decrease in the established number of gallons of oil 
used were divided equally between the railroad company and 
the manufacturer. 
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Although the Winthrop Oil Company had a reputation for 
reliability, for products of good quality, and for satisfactory 
service, the purchasing agent was convinced that because of its 
comparatively short experience in railroad lubrication this com- 
pany could not give so effective service as could the Moylan 
Refining Company. If the Winthrop Oil Company’s product 
proved less satisfactory than the oil previously used and the 
poorer lubrication resulted in a 5% increase in the number of 
locomotives and cars in the repair shops, the cost of repairs would 
offset the lower prices of that company. 

The Eastern Central Railroad’s employees, furthermore, 
were likely to resent any change in the source of oil purchases 
because of personal loyalty to the Moylan Refining Company’s 
supervisor and because of a belief that no other oil could be so well 
adapted to railroad lubrication. If the employees took this 
attitude, they probably would be careless in the use of a new 
‘lubricating oil in an effort to reestablish the products of the 
Moylan Refining Company as the standard lubricants for the 
railroad. 

The Eastern Central Railroad, therefore, awarded the con- 
tract for lubrication of the company’s rolling stock to the Moylan 
Refining Company in spite of its higher quoted prices. 


ComMMENTARY: This case illustrates a type of problem frequently 
before the railroad purchasing agent. From his personal viewpoint, 
price is the controlling factor; from the viewpoint of the operating 
department, quality, reliability, and service are controlling. A rail- 
road is obligated to furnish adequate service; it is enjoined also to 
practice “honesty, efficiency, and economy.” Granting in this case 
that there is no question of honesty, the problem is to determine 
whether the net economy, service considered, would be greater if the 
cheaper oil were furnished. 

The natural inclination of the purchasing agent would be to experi- 
ment with the Winthrop oil. If the Eastern Central Railroad’s annual 
locomotive mileage was as much as 20,000,000, not unusual for a large 
system, the yearly savings in cost of lubrication would be $24,200. 
It is apparent, however, that the views of the general manager pre- 
vailed. He was responsible for regularity of service and for main- 
tenance costs. In these days of longer locomotive runs, the fact that 
the Winthrop oil had a slightly lower resistance to friction and that 
tests indicated a slight increase in temperature of the bearings after 
five hours’ running, were factors which had weight with the officer 
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responsible for service and maintenance costs. An increase in hot 
bearings, with consequent interruption to train service, the ever- 
present possibility of accident, and the likelihood of higher repair 
costs, were more important potentially than the loss of $24,200 per 
year by a refusal to use the cheaper oil. 

Too much weight, however, should not have been given to the 
possible attitude of employees. It is not reasonable to suppose that 
their friendship for the Moylan Refining Company’s supervisor would 
induce carelessness in the use of Winthrop oil. Cognizant of that 
possibility, the Winthrop Oil Company would have assigned super- 
visors of tact and ability who ordinarily would soon have overcome 
unfavorable prejudice, and the railroad company’s supervising officers 
would have been alert in a campaign of education and watchfulness. 

It appears, however, that in balancing the advantages and dis- 
advantages, the factor of reliability and its effect upon train service 
and maintenance prevailed against the factor of price. It is possible 
also that competitive traffic considerations also had influence, although 
no hint is given of that factor. If the Eastern Central Railroad 
enjoyed a substantial volume of competitive tonnage from the Moylan 
Refining Company, its continuance might have been jeopardized by 
a change to the Winthrop oil. The railroad purchasing agent fre- 
quently has to resist pressure of that kind. 


January, 1929 Wi os 


CupritE CoppeR Company! 


PRODUCER—COPPER 


Property VALUATION—Determination of Price to Offer for Copper Mine. A cop- 
per producing company, which had received from its engineers a favorable 
report on property containing a large developed deposit of low-grade 
copper ore, not yet in the producing stage, wished to make an offer for 
the property. If the company offered materially less than the owners 
believed to be a fair price, the property would be secured by a com- 
petitor. In order to effect a purchase on a sound and equitable basis, 
the company had to translate the elements of value inherent in the 
property into a definite valuation and to arrive at a figure which, while 
assuring profitable operation of the property, would also be within a 
reasonable trading range of the figure determined by the seller. 


(1925) 


Mr. Lowden, who held a controlling interest in the National 
Copper Mine, before organizing this mining company had owned 
and operated various small western mines with a large degree of 
skill, but with only moderate financial success. In 1910, inci- 
dental to another transaction, he had acquired a substantial 
acreage of undeveloped land in an unimportant mining district 
of southern Nevada. Adjacent to or near this property were a 
number of small mines, struggling for existence by mining small 
deposits of copper ore; because of high costs, nothing but rich 
ore could be mined profitably, and apparently only small and 
erratic masses of rich ore existed in the district. 

After careful examination of the surface of the new property 
and visits underground into the neighboring mines, Mr. Lowden 
was convinced that the district contained a large tonnage of 
low-grade ore which could be mined and treated at a profit if the 
mines were operated on a sufficiently large scale. To carry out 
this plan, however, would require more funds for development 
than he could command. His own property, though included in 
the area of promising mineralization, was so situated as to con- 
stitute an effective operating unit only if combined with several 
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surrounding tracts, among which were some of the small mines 
already in operation. For the acquisition of these properties his 
resources were inadequate. Mr. Lowden had determined, there- 
fore, to keep his impressions to himself and to wait for the time 
when he might accumulate sufficient funds to test their validity, 
and, with a favorable outcome, establish a profitable mining 
company. 

A little later, however, the mineral promise of the district 
became evident to other seekers of mines. The North American 
Exploration Company, after an extensive preliminary investiga- 
tion, endeavored to acquire all the promising ground in the dis- 
trict. It found Mr. Lowden unwilling, however, either to sell at 
the price it would pay for undeveloped land or to exchange his 
holdings for stock in the company. Without possession of this 
property, the company could not mine advantageously the sur- 
rounding tracts. It finally obtained, however, in another part of 
the district, a compact block comprising about 40% of the favor- 
able ground. Thereupon it organized the Jordan Mining Com- 
pany and began intensive development. By 1915 a branch of 
the San Pedro Railway had been extended into the district; the 
Jordan mine had uncovered 28,000,000 tons of 2.1% copper ore 
and had begun production at the rate of 25,000,000 pounds a 
year, at an indicated total cost of 9.95 cents a pound. 

The operations of this company increased Mr. Lowden’s desire 
to enlarge his holdings, which he did gradually until he controlled 
practically all the remainder of the district. In 1920 he organized 
the National Copper Mine and sold a minority interest to close 
acquaintances in the cattle business for enough funds to develop 
the property. The company started a thorough developmental 
survey by churn drilling. The results from the start justified his 
belief; by 1924 the entire holdings had been tested, and over 
90,000,000 tons of ore of a grade sufficient to assure highly profit- 
able operation had been proved. The ore was of the so-called 
“porphyry” type and shallow, so that mining by steam shovel was 
feasible. 

By 1924, however, Mr. Lowden was 68 years old and reluctant 
to undergo the further strain of bringing the property to the oper- 
ating stage, since the developments just completed already assured 
fortunes to himself and his associates. Inasmuch as Mr. Lowden 
had no heirs competent to take over the direction of the property 
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and as his associates in the company were unskilled in mining, he 
decided to sell the mine. 

The Cuprite Copper Company, a powerful organization, grad- 
ually had expanded its operations until it now owned several large 
mines, a refinery on the Atlantic Coast, and a selling agency. 
Learning that the National Copper Mine was for sale, it 
approached Mr. Lowden with the intention of purchasing the mine. 
The company arranged for a thorough examination of the prop- 
erty by its engineers, the presumption being that, if the report 
of the engineers supported the owners’ claims as to tonnage and 
grade, the Cuprite Copper Company would make an offer for the 
mine. Mr. Lowden, the chief owner, was fully aware of the value 
of the property; both parties knew that the Jordan Mining Com- 
pany, an active competitor of the Cuprite Copper Company, still 
desired the National Copper Mine property and probably would 
be willing to pay a fair price for it, now that its profitable char- 
acter was assured. 


EXHIBIT I 


FUNDAMENTAL DATA FOR VALUATION OF THE PROPERTY OF THE 
NATIONAL COPPER MINE 


Total ore developed (on basis of 1.15% minimum assay)... 91,300,000 tons 


Ore so situated as to be available for mining............. 93% 
Average copper content of available ore.................. 1.97% 
Average gold and silver content of available ore.......... 44 cents per ton of ore 
Estimated net recovery of copper... 545.2 ose eee esse. 84% 
Estimated net recovery of gold and silver................ 70% 
Estimated cost of stripping (that is, removing worthless 
overburden) to be completed in three years............ $4, 200, 000 


Estimated operating cost per pound of marketable copper 
produced, if operated at a rate of 3,000,000 tons per year 9.88 cents 
Iisa tiGs;ooo;coo;tons, per yearn ieee oe eee 8.40 cents 
Titatel2;000,G00) LONSIDErsy cal rier ee tee eee ee ee 7.14 cents 
Estimated cost of plant and equipment to be completed in 
period of three years, 


If operated at rate of 3,000,000 tons per year........... $ 5,389,000 
If operated at rate of 6,000,000 tons per year........... 8,622,000 
If operated at rate of 12,000,000 tons per year.......... 13,795,000 


Interest rate (so-called security rate) to be assumed on 
invested sinking fund for amortization of capital during 
Lheshife ion ithe nines ie rie ere era ere eee nearer 4% 
Interest rate (so-called normal rate) on well-secured loans; 
or the normal value of money to the investor........... 
Interest rate (so-called profit-risk rate) on investment, to be 
decided upon between limits of.............0000s eee 6-10% 


The report of the Cuprite Copper Company’s engineers 
confirmed what had been claimed for the property. The two com- 
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panies then, in 1925, were confronted with the problem of deter- 
mining independent valuations that would be fair to both parties 
to the transaction, and close enough to permit a sale. After 
several conferences, the two parties agreed that the valuation for 
fixing the purchase price should be based on the fundamental 
data shown as Exhibit 1. 


Typical profit-risk rates for various types of mines are given 
in Exhibit 2. 


EXHIBIT 2 
TypicAL ProFit-Risk RATES FOR VARIOUS TYPES oF MINES 


6%—Extensive and regular coal deposits not subject to serious 
risks of fire or explosion. 
Certain unusually extensive and regular iron ore deposits. 
7%—Large, regular iron deposits, well developed. 
Extensive, shallow, low-grade copper deposits, highly 
developed. 
Certain unusually regular low-grade vein deposits if thor- 
oughly developed. 
8%—Deposits of good regularity and moderate grade which have 
a long, steady historical record and favorable future pros- 
pects but are not developed fully. 
9%—Deposits of less regularity, of higher grade or of more erratic 
history than those classed at 8% but with a reasonably 
steady future indicated, confirmed by partial development. 
Deposits which would take 8% except for indicated short 


life. 
10o%—Distinctly erratic or high-grade deposits only partially 
or developed. 
high- Well-developed deposits of short life or those profitable 
er only at times of especially high prices. 
In Hazards of ore supply are most influential in affecting profit 


general risk rate. 

Hazards of operation, namely, caving, fire or flooding, stand 
next. A deep old mine is more likely to be damaged by 
caving than a shallow or young mine. A mine supported 
by much timbering has a much higher fire hazard than 
one which uses little or no timber. Flooding will depend 
both on underground water conditions and on proximity 
to large bodies of surface water. 

Hazards of geography: (a) cold, heat, fevers, altitude, 
remoteness, and so forth, will be influential, as they affect 
the supply, quality, and efficiency of labor, either native 
or imported; (6) stability or instability of government; 
tax policies, labor policies, and so forth. 
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Before the value of the mine could be determined, it was neces- 
sary to decide upon the period of years during which the ore 
would be removed. The most economical rate of operation could 
be determined by balancing the decrease in operating costs which 
would result from a more rapid rate of depletion against the 
increased fixed charges upon the larger investment in operating 
equipment. ‘The more rapid the rate of removal, the sooner the 
profits would be made, and the sooner saving would be made on 
interest on the initial investment in the property. The relation 
between the cost of producing copper and the price of copper is 
shown in Exhibits 3, 4, and 5, by figures of two copper companies 
which operated under conditions comparable to those of the 
National Copper Mine. 


EXHIBIT 3 


STATISTICS OF THE ZEPHER COPPER COMPANY 











Average Price 


Total Net Pounds Average Average Cost per 
Year of Copper Percentage of Pound of Copper P Ree ee Der 
Produced Copper per Ton | Produced (Cents) Pooaaces (Cents) 
I905 5,346,936 I.98 Io.501fF 14.618 
1906 5,154,909 1.96 I2.442T 17.230 
1907 3,989,962 1.93 I4.220T 21.786 
1908* 54,051,212 1.83 8.850T 13.200 
1909 51,749,233 1.59 cia 12.915 
I91O0 84,502,475 1.54 8.069 12.672 
IQIL 93,514,419 Task 7.8667 I2.646 
1912 91,366,337 1.36 8.459 15.839 
1913 113,942,834 1.25 8.642 14.976 
1914 115,690,445 I.43 7.245 13.264 
1915 148,397,006 E43 6.612 17.679 
I916 187,531,824 I.44 6.950TF 26.139 
IQL7 195,837,111 1.34 10.995t 24.186 
1918 188,092,405 Teas: 12.530§ 22.876 
I919 105,088,740 Is gelG] I2.366§ £7776 
1920 101,807,758 I.16 13.145 7.737) 
1921 24,511,593 I.16 ant 12.9290 
1922 84,777,712 © 20 8.7074 13.584 
1923 195,142,919 Dabs 8.7359 14.376 


1,850,585, 830 


* 1908 operations are from July 1, 1907, to December 31, 1908. 
t The costs prior to 1917 include all taxes which were minimum, but do not include reserve 
for depreciation of plant and equipment. 


q The cost of 10.995 cents includes depreciation of plants and equipment, and all taxes, 
including Federal. 


4 Includes depreciation of plants and equipment, and all taxes except Federal income and 
profit taxes. 


|| Depreciation excluded. 
{| Includes charges for depreciation of plant and equipment. 


Since the price at which the copper obtained from the mine 
would be sold would affect the profits to be derived from the 
property, the proper average price to be used in valuating it was 
important. Exhibit 6 gives the prices of electrolytic copper from 
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EXHIBIT 4 


STATISTICS OF THE PorPER CoppER COMPANY 








Average Price 


Total Net Pounds NreraperPercentase Average Cost per | pacsived per Pound 


Year of Copper Pound of Copper 





Praducca of Copper per Ton Produced (Cents) of Copper Produced 

(Cents) 
1908 3,410,495 2.38 6.427 I3.000 
1909 33,283,348 2.34 ae 13.000 
I9I0O 62,772,342 2.06 7.057 12.750 
r9o11* 78,541,270 1.80 6,97 12.500 
1912 63,063, 261 1.69 8.33 15.979 
1913 64,972,829 I.60 9.51 14.879 
1914 49,244,056 1.48 9.82 13.396 
IQI5 62,726,651 I.54 8.23 17.647 
1916 90,735,287 1.63 8.86 25.830 
IQI7 82,040,508 1.46 11.68 23.750 
1918 76,607,062 50 I5.60f 21.049 
1919 43,971,802 1.60 16.14§ 18.666 
1920 48,311,985 I.45 17.28 D707 
1921 9,362,325 1.49 12.34| 12.535 
1922 Zan 702n075 1.60 12.40 13.611 
1923 61,573,246 ie 3 i I0.92T 14.322 

854,379,232 


* The I91I operations are from October 1, 1910, to December 31, I911. 
Includes depreciation of plants and equipment and all taxes. 
Includes depreciation of plants and equipment and all taxes, except Federal. 
Ps depreciation of plants and equipment and all taxes, except Federal income and 
profit taxes, for which no reserves were set up in 1919 and 1920. 
|| Excludes depreciation of plant and equipment, but includes all taxes, except Federal. 


EXHIBIT 5 
ZEPHER COPPER COMPANY 


PER TON OPERATING Costs ON CONCENTRATING ORE, INCLUDING ALL 
FIXED, GENERAL AND MAINTENANCE 











CHARGES 
Average 
Price 
Year Tonnage Mining Dae Milling Total oes 
Produced 
(Cents) 
IQIO 4,340,245 $0.4097 $0.2078 $0. 4663 $1.1738 2.672 
IQII 4,680, 801 -4479 +3078 - 4168 £.1725 12.646 
I9I2 By 3al5,32 -4233 2848 -4158 I.1230 15.839 
1913 7,519,392 . 3288 +2797 - 3676 -9761 14.976 
1914 6,470,166 «3232 .2782 - 3536 +9550 13.264 
IQI5 8,494,300 ~ 2441 2781 +3402 8624 17.679 
1916 10,994,000 V2 Ou 12702 -3782 +9355 26.139 
IQI7 12,542,000 -4446 »27904 - 6930 1.4170 24.186 
1918 12,160,700 - 5370 2983 -9277 1.7630 22.876 
I9QIQ 5,538,700 -4900 » 3040 1.2062 2.0002 172770 
1920 5,556,800 - 4823 » 2501 1.2472 1.9886 L773 7 
1921 1,220,700 -4998 -192T I.1697 1.85098 12.929 
1922 4,364,251 +3833 LO1z 8417 1.3862 13.584 
1923 II,167,800 ~ 3488 .1088 - 6116 I.0692 14,370 
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1885 to 1924. Furthermore, active competition in the copper 
market was caused by importations of copper, which could be 
produced more cheaply in South Africa and South America than 
in the United States. There never had been any duties on the 
importations of copper into the United States. For approxi- 
mately two years previous to 1925 there had been agitation for 
the passage of legislation to protect copper companies in the 
United States against such importations. Although the Repub- 
lican administration, then in power, presumably was in favor of 
a protective tariff, it was doubtful whether the desired duty would 
be imposed, because of the opposition of large copper companies 
which owned properties in both South America and the United 
States. Exhibits 7, 8, 9, 10, and 11 present statistics showing 
general conditions in the copper trade, which are reflected in the 
price of copper. 

Another factor to be considered was the Federal tax which the 
National Copper Mine would have to pay on the increase in the 
value of its property. It had to be taken into consideration also 
that three years probably would be required to strip the mine 
and prepare for production, and that possibly an additional year 
or two would elapse before an economical rate of operation could 
be attained. 

The Cuprite Copper Company had to decide upon a price to 
offer the National Copper Mine for the mineral deposits which 
would be high enough to assure its obtaining the property and 
to prevent sale to a competitor, and low enough to make the 
investment profitable. 











EXHIBIT 6 
Prices OF ELECTROLYTIC CoppER AT NEw York MONTHLY AVERAGE, 
1885-1924 
Price Price Price Price 
Year (Cents) Year (Cents) Year (Cents) Year (Cents) 
1885 10.77 1895 10.45 1905 15.590 IOIS 07.275 
1886 10.53 1806 10.70 1906 19.278 I9QI16 27.202 
1887 lie all 1807 10.80 1907 20.004 IQI7 27.180 
1888 14.66 18908 TE .70 1908 13.208 1918 24.628 
18890 12.05 1899 16.67 1909 12.982 I9I9 18.691 
18900 14.75 1900 16.19 1910 12.738 1920 17.456 
1801 I2.14 I9QOI 16.117 IOIL 12.376 1921 12.502 
1802 I5-39 1902 11.626 1912 16.341 1922 13.382 
1893 10.32 1903 13.235 1913 15.269 1923 14.421 
1894 9.25 1904 12.823 1914 13.602 1924 13.024 


Source: Engineering and Mining Journal. 


CUPRITE COPPER COMPANY 281 


EXHIBIT 7 


YEARLY WoRLD PRODUCTION AND CONSUMPTION OF REFINED COPPER 














Production Consumption 

(Long tons) (Metric tons) 
TO OO re meas eases oro ch, vastewcn she 486, 600 
QO Me seins Ge sactwnn a hiaeera ak 517,805 
MOO2A Neyo aot cca 548, 604 
DOO Brame tenencts tories ii cee ceclret te Ae 586,143 
DQ OM Wearchet ree ceanncaeen asin to are 649, 300 
eT QOS Gu Beg adele ech siacr nih cesta 689, 784 
TOOORp aS Stata eeisuee Osteen 712,934 
TOO 7istetecek Meno ntee eh ter oes face tes 709, 736 
LOOSEN Pier Fe saa ee reuse 744,240 Not available 
TQOO ME toe t ls Leen censuse 836,870 
Ti QUO inrens top = Ges ec ott ces tee 861, 109 
LOT Te rari erts Sh gee eo cera acs 878, 511 
TO RZ ayetets tos mises hasnt ate 982,577 
TOL Gwe eevee She theres eats 055,947 
MOWAT oe users Coon cake corste he 989,174 
LOLS PMO Re hs TOA ANOS Om REO Ge Meret meres eet aration 1,133, 800* 
LOU megs he ess sok Rares TE83 O15 OOM EOE Om ces ake weenie Sh as eat Ey B435 200" 
LOU JemMerner ec (he cartustenncr ct ei TOA WZ OMe DOA a pumice ace el aitieudten eter I, 381, Q00* 
TO LOM eyeeie ens ec sy es orks Dee LO MI DOLOn Seaepee eerra res aars I, 389, 800* 
BOLO neemrnsereare oc kaos tee QSS5.S4Aell| © LOLO tae een alan ce ae 976,392 
LO) 2 Of roy eters apa ageee facet ean 325.20 Onl eLO Orta ara teach era sete eae 1,058, 864 
LO ZH ea Men, ele cere BZA LOS VN LOD LSeeaceene ehaks ots wn eet 673,185 
RO Zee eete de Fore Mictnne.auevaneitere BVO ORO Il OMA s:6.0:9 6 co gator ov pl Goto 'c I,005,513 
LO 2 Sr abeway Be ues ears Syocsta cnc els GOO fT. |e O23 eeumnny eee ees. eget I, 210, 362 
LO 2A ewer ee cutee ener beats 1,458,737 

















* Does not include Belgium. 


DISTRIBUTION OF PRODUCTION IN 1923 


(Long tons) 


(UTREE CES ta tesa nema chen eee ee ETE tris as 684,540 
IMexicon @anadaaranicl (Cuba seem nr een tee rune ean 102,269 
SOuthpA Tm EniCa. ay 0a ate seu eae A eT EE sans arouses 257,700 
MULT OD Ge coin eet nase no tah ERE MEME Ere eerie seeing 91,892 
AS AEM teins RS oe ike he Pa Re EP SN TAR hs ita 64,790 
JCUGIENE Tas So ia Mines ne bic RiGhateS cic. 6b oe cea er 17,946 
PALTLC A eeped Sania say ots Ores yoy) See RIC ee PEI Generations 73,909 
OER era renetite crated cig isso uous a ere ces He ume a, cca bp tee 7,000 

EL O Call pepe ene te a Nira keane eter etait re stoi at east eeaeant cre 1,300,112 


Sources: Metal Statistics, 1924, p. 235; Year Book of the American Bureau of Metal Statistics» 
1923, pp. 8 and 35. 
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Exuipit 8 


UNITED STATES PRODUCTION, CONSUMPTION, AND STOCKS OF COPPER, 














1909-1924 
(Pounds) 
Stocks 
Year Production Consumption January I 

of Each Year 
TO OO sear sateen nl Seon cineAige cts I,092,951,624 705,051,591 121,876,759 
EO LO earn errin Wantage eckson, IG I,080,159,509 749,426,542 141,486,244 
WOU Lemna: Gait ere he ee 1,097, 232,749 709,611,605 122,803,656 
TOE O ety idee a ceanen whens ack te gue I, 243,268,720 819,665,948 88,372,195 
LOLI hernn acccdoetornee coe hae I, 224,484,098 812,268,639 I05, 497,683 
ci QT Renney aaa renee ear es Ti JULHO); BES Y 7g HOH) 701,624,158 90,385,402 
DQ tera, n0vel tear re, steers das I, 388,009,527 | 1,136,618,187 173,640, 501 
LOW Ontcny or pom artens rete eat oer I,927,850,548 | 1,478,881, 871 82,429,666 
LOIS Reemete mc eee eee ee 1,050,120, /2t uel 3044.020 5705 128,000,000 
TiO LOM pao ak ikea. eae T,908,533,595 | 1,661,669,576 II4,000,000 
LOL O sees t sient Peyote erase ers 1, 286,419,329 014,471,572 180,000,000 
LO ZO Meee eit aides eee eee I, 209,061,040 | 1,053,838,558 631,000,000 
BOOT ee ae ety ecard ter awe 505,586,098 610,988, 744 659,000,000 
Te 272 epee ge eee ed. dean eat PP Noe 044,024,741 890,372,627 459,000,000 
LOSE ee tebe «ae eee eee eee I,477,000,000 | I, 305,000,000 216,000,000 
TO) 2 tesa tea os Peace tee Veer I, 628,000,000 | I,495,500,000 256,000,000 


Sources: Metal Statistics, 1924, pp. 237 and 247, and American Metal Market Reporter, 
February, 1925. 


EXHIBIT 9 


UNITED STATES IMPORTS AND EXPORTS OF COPPER, 1915-1923 
(Long tons) 











Year Imports |} Year Exports 
TOQUE GS sees enews sien) a Sate eats ke tans EST OOO) [aE OU 3 are: eras erate cee een 382,810 
TOMA nae. tea eeaensaet mee ata eran TZA SOCOM MIUOLA gee eee Ree ance eee 360, 229 
TOE Gace cad, e Newnes Meee i aces 377,65 OO JT OG renee teh ee ate er ee eae 276,344 
LOT Ooms wage chorea see a? memes TOO} OOO INT OL Onion. meen meee terre se eee 327,310 
TOU 7ic, erat redone ste ohia Stas orschtee a testes 242 OOO» INE OT.Y sare. este vaearaeen eee 493,256 
TOE Gapyarrens avatars, vd cheesy eke in 25 TOOOs | ULOLO acess erent tetera 328, 844 
MD OFT Oiapiacepetsisa take Wiehavaah, vearaa ee Minas 187) OOOk|ELOLOn cone ee ania Ree ere ee 227,169 
TiO’ Ortrnaystera aie tiactmavareasyeltes eee TOO; 5008) SEO 20g ae yee eae ee 274,688 
MO 2 Tse Raphi shores nie ds era mereka ite EFL OOM "EO 2 Tracts su ncus welder a een eene 278,401 
TO 22 eine sis sore, HEAT teeta 220), OOO3| 510.225 Nov i ereene eye ene nee ee 319,118 
LO 2G rer ersnw ratty <8 Gece ema 292),000; | 71023) aaaaearea mene tie ee ee 351,959 
EOD 4 era pae sleltes ssrsni totale ash Oe Oe oR 330,000" | 1O24 awa ane ct 451,108 


NOTE: Commencing January, 1917, exports to Canada are included. 
Source: Metal Statistics, 1924, pp. 255 and 2509. 
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ToTaL CAPACITY IN POUNDS OF THE ELECTROLYTIC REFINERIES 
OF THE UNITED STATES AND CANADA AT END OF YEAR, 








IQI2—-1923 

Year Pounds 

DP OMAR odafane Sire vos. ete sat ade Set NS eles Shae tah sate loees poses ew 1,648,000, 000 
SLCC) 3s Ae Bt NE Ph Peerden. Ge Ac inthen Bet ue case atone Me rk I, 768,000,000 
ATSC) Amana a eae Fes ta ane teeter a ea male Leg eae tds irc te I, 778,000,000 
OS MEO ROR Neca Anite iter shins Ramah shee tke ann eee es 1, 892,000,000 
cL OL Oe eye eae fo FON Be ety ea ame ES cul cates ate ate 2,490,000, 000 
TG EW Secrest CRASS oso oe oe Cane Aah ertet a year ans 2,794, 000,000 
iL LO AEN eee SeaeSEE rei ee ate ca aes usenet ata a cuateen eg 2,794,000, 000 
IL OL OME ATM NR IIT ARC cr atone pieeete ates esd adaneee 2,746 , 000,000 
TO 2 OMA Rarer erates eis baask Me Minus Cd omaess Chats stew emcarmboru. thoy’ 2, 703 , 000, 000 
HO 2 i eae are Rta te ata thes MRT Aust cae sinuses ey cess tiea 2, 718,000,000 
LQ 22 epee PTS ne creates eee a ace Aa erst Wr cin, wet TRE 2,718,000, 000 
TOD Gree ty tt ae ies Me asst eee arn etd See Seis 2, 718,000,000 





Source: Year Book of the American Bureau of Metal Statistics, 1923, p. 15. 


EXHIBIT II 


UsES OF COPPER IN THE UNITED STATES 








| Ig20 | Ig2t | 








Wlectucalimanutactumesasar eek err eters 25.20% 28.74% 
Melephonessands telegraphs) onary ane = 9.06 11.94 
tena mCP Oye lait CS: s hee ts ann aah arr icier- ete, 4.38 7.20 
WhihemamG (OG Samra Stunner al a yraus eens nau 7.95 8.51 
PATUBOMIOWILES jaer ee e. aere eaten le ee nt errs te 9.00 10.32 
(Buildings tems: prea pts on see eer aet 5.13 4.90 
AOCOMNO Lives yee uer yee cho cues ai tusk eee .88 nO)s 
[Raibwiave Cal Osamer ntact ets scene ocak carne: .64 OL 
FAUT RDTAKESa etches ae ertaie ooo ten meee .4I 37 
Sia uit cite gspersteeaeat taco ni iat Mice er a seers 5.65 5A3O 
Bearing metal and bushings.................. 6.24 3.10 
Walvestance pipe tittingswser ima ae ie etmart te 1.86 Tay. 
PAtTInT ITAL HL OTL eee eeneraen hkair deen aan: nieces eape, G mA 1.82 
NEUbMICa lors, eta nme any cr miro kena petra 45 .18 
Goncdencersepy ceca ice nth ee Rear -45 44 
ine felting rap Para lsaenra ae) ne ee ems 30 m5 
Copper bearingisteel meanajoca- one tere is aay .19 
@OIT aCe pre ee acta iss Atl haces os enahe oo 23 "32 
OME DRUISES reat ce acl th teresa oka ioe Ute crayetea meres 7.99 8.08 
Mamutactires on ExpOlba cm. yee ani sece ip awe \meetiz/ 20 Sas 
Mota lemena musica CLUTES epi e ae iene mre 100.00% | 100.00% 





* Outside wiring, exclusive of trolley lines. 
Exclusive of electrical manufactures. 

t Does not include generators, motors, and so forth. 

Source: Metal Statistics, 1924, Pp. 251. 
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100,00% 
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CoMMENTARY: This case, which involves the valuation of a wasting 
asset, necessitated the capitalization of an annuity (yearly operating 
income) for the estimated life of the mine. From this had to be 
deducted the present worth of necessary capital expenditures for 
completion of mine development and equipment. 

The impersonal or mathematical solution of the problem demanded, 
in addition to the data given, selection and adoption of the following 
factors: (a) average rate of working, and therefore indicated life of 
the mine; (b) average future price of copper over the indicated life of 
the mine; (c) appropriate rate of interest (profit-risk rate) at which to 
discount future operating income to present value; and (d) date at 
which the additional outlays for development and equipment would be 
required. 

(a) Determination of the rate of working would rest on a proper 
balancing of the advantages of: (1) lower unit cost through increased 
output, and (2) earlier realization of total profit, against the disad- 
vantages of: (1) increased capital outlay for larger output of a wasting 
asset, and, possibly, (2) adverse effect on copper prices if too heavy a 
production were attempted from this property. 

(o) The future price of copper could be forecast only by taking 
account of past price behavior in the light of future indications of supply 
and demand. Steadily in the past demand had mounted, and produc- 
tion to meet the demand had been forthcoming, with the effect on price 
that the past statistics reveal. Would the rate of growth of demand 
persist, increase, or decline over the indicated life of this property? 
Would enlargement of known mines enable output to keep up with 
demand at a constant price; would increased price be required to bring 
out the necessary production; or, on the contrary, would there be an 
overproduction save through stimulation of consumption by a lowered 
price? Were the limiting controls on consumption and on production 
of similar and related origin or were they independent? Which would 
dominate? 

(c) The appropriate discount rate would have to reflect the degree 
of risk to principal and income involved in an investment of this kind. 
The physical stability of the mine as a steady producer of the estimated 
metal content, and the hazards involved in the estimates of operating 
cost, selling price, and equipment expense were here involved. 

(d) If the entire outlay for additional development and equipment 
had to be made before production could begin, the net deduction from 
present value on this account would be greater and the present value 
itself would be less (because of deferred receipt of income) than if 
part of these additional expenditures could properly be deferred for a 
year or more, production being started in the meantime. 
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The actual, as contrasted with the mathematical, solution of the 
problem of arriving at a purchase price involves determination, not of 
precise values for the various factors outlined above, but rather of the 
range of values for such factors within which range one would be safe 
in meeting and accepting the viewpoint and arguments of the seller. 


April, 1927 IX ClLG: 


Pactric RUBBER CoMPANY! 


MANUFACTURER—RUBBER PRODUCTS 


PurcHASING—Manufacturer’s Policy, in View of Organized Attempts to Reduce 
Fluctuations in Price of Raw Material. A rubber manufacturing com- 
pany, like other companies in the industry, had experienced difficulty in 
operation on account of wide and rapid fluctuations in the price of crude 
rubber. By 1928, three different devices had been instituted to remedy 
conditions in the industry: the Stevenson Restriction Plan, which 
became operative at the end of 1922; the Rubber Exchange of New York, 
Inc., which was opened in 1926; and a national reserve of rubber in the 
United States, established in 1926. Subsequent to severe inventory 
losses sustained in the years 1920-1922, the company’s purchasing had 
been upon a hand-to-mouth basis. In 1928, the company raised the 
question of whether, in view of these three devices, its purchasing policies 
were best adapted to yield the most satisfactory results. 


(1928) 


The Pacific Rubber Company, located in Akron, Ohio, was 
one of the leading manufacturers of rubber tires and other rubber 
products in the United States. This company, as well as other 
companies in the industry, had been experiencing difficulty in its 
operations on account of wide and rapid fluctuations in the price 
of crude rubber. Several devices had been instituted to remedy 
the difficulties in the industry, both in the producing areas and in 
the consuming markets. The Stevenson Restriction Plan had 
become operative at the end of 1922. The Rubber Exchange of 
New York, Inc., had been opened in February, 1926. A national 
reserve, or pool, of crude rubber, to the support of which the 
Pacific Rubber Company had contributed, had been established 
later in 1926. 

Prices had remained relatively stable in 1927. Beginning 
in February, 1928, the price of crude rubber declined sharply upon 
the announcement in London of the appointment of a committee to 
investigate the wisdom of continuing the Stevenson plan. By 
May, 1928, crude rubber prices were approximately one-half 
those of six months previous. This change brought about large 


1 Fictitious name. 
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inventory losses in the industry. The Pacific Rubber Company 
suffered moderately; the pool was reputed to have lost heavily. 

The same purchasing policy had been followed by the Pacific 
Rubber Company since the establishment of the three devices as 
existed before, with the exception of a slight change attending the 
occasional use of the exchange after 1926. The inventory losses 
early in 1928 brought to the attention of the management of the 
Pacific Rubber Company the need of reviewing its purchasing 
and inventory policies in the light of new developments, to see 
whether or not those policies were best adapted to yield the most 
satisfactory results to the company. Specifically, questions were 
raised as to what functionaries and markets, in view of these 
three devices, the company should use in securing crude rubber 
supplies; to what extent the company should speculate in crude 
rubber and in finished goods; and whether it should continue the 
support of the pool. 

Crude rubber is a basic raw material of major importance 
in the industrial life of the United States. After the invention of 
the vulcanization process in 1839,? rubber soon became established 
as a basic industrial material, but it entered into trade only to a 
small extent until the development of the automobile and the 
electrical industries. These industries, with their extensive use 
of rubber, caused the rubber industry to grow with boom-like 
rapidity. The value of the manufactures of rubber in 1925 was 
estimated at $1,255,414,000;? this figure included tires, as a 
principal item, and various other commodities such as rubber 
footwear, insulation, and pharmaceutical supplies. 

The production of rubber was revolutionized by the growth in 
the use of rubber products. Originally the crude rubber was 
secured from the wild rubber trees of the Brazilian forests, Para 
being the early market. This production was in small quantities, 
however, in comparison with the amounts later coming from 
plantations of the Middle East.* In the Amazon Valley the 
latex was gathered by natives under unfavorable circumstances; 
the coagulation process was carried on with crude equipment, 
and the resulting product was unstandardized as to weight and 
quality, with a high content of moisture and foreign matter. 

2 Charles Goodyear discovered the vulcanization process in 1839; it was not 
patented until 1844. 


3 Statistical Abstract of the United States, 1926, page 748. ; 
4 The Middle East includes Malaya, Ceylon, and the East Indies. 
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Plantation rubber came into prominence between 1900 and 
1910 to meet the increased demand for crude rubber, which the 
wild rubber sources did not supply. Under British and Dutch 
enterprise in the Middle East, many acres of hevea trees were 
planted, which began to yield crops when about six years old. 
This condition of production permitted the preparation of stand- 
ard units of crude rubber possessing a standard high quality, at a 
cost that compared favorably with the costs in Brazil. The 
industry flourished, and in 1923 there were approximately 3,500,- 
ooo® acres of hevea trees in the Middle East. The annual pro- 
duction of these plantations for the years 1913-1926 is given in 
Exhibit 1. 


EXHIBIT I 


PRODUCTION OF CRUDE RUBBER IN THE MIDDLE EAST, 1913-1926* 
(In long tons) 

















Year Production Year Production 
TiO LSet etree tetees se eno 53 Ge2 LOZ serpersiis. rsh, saat Jews e een 305,038 
TOGA yevre claevofersiours exten tase 74,520 LOZT xo eis 6 apetcsne este se shogers 277,466 
TO ESA Maine ceusersisomciner kere © 116, 286 TQ 22 Koes lates eee 379,438 
LGPAN, caaweuho Oboe obte Sb oc 161,800 EO2 Fito kere hanna eee ene 381,930 
EQ U oe terestonieeietces cerca 2215371 LQ QA wpe weiomb ape tm arhersiae 397,422 
TOL Satori otek sneer 180,996 TO 2G cakes aaaeron er ne Srey att 475,440 
TOTO Meaactreiets serie ets cree 348 , 936 L026. teieuseachac eee 580,000 


* Measured by net exports from producing countries, 
Source: Commerce Yearbook, 1926, Vol. I. 


By 1928, synthetic rubber had been the object of much experi- 
mentation. The dependency of United States industry upon 
this external raw material had stimulated the efforts of research 
to find ways by which the country could be made independent of 
foreign rubber sources if occasion should arise. Experiments with 
the sap of pine trees had been successful upon a laboratory scale, 
but the cost of production, even though the enterprise were upon a 
commercial scale, would necessitate a higher price than that usual 
for crude rubber. 

Reclaimed rubber had become a factor in the rubber market 
just as had scrap iron in the iron market. Marked technical 
improvements in the process of reclaiming rubber had been made 


5 Hotchkiss, H. Stuart, ‘‘The Evolution of the World Rubber Situation,” 
Harvard Business Review, Vol. Il, No. 2, page 135. 


PACIFIC RUBBER COMPANY 289 


which increased the uses to which the product could be put and 
which lowered the production cost. 

The average annual prices of crude rubber over the period 
1910-1927 reveal the trend of the interaction of the increasing 
supplies of and demands for the commodity. These figures are 
given in Exhibit 2. 


EXHIBIT 2 


AVERAGE ANNUAL PRICES OF CRUDE RUBBER,* IQIO-1927 
(In cents per pound) 


TOMO eteme reper ans Ney oFel aie). ee eee eee ee 206.6 TOLOE ar reer tates beta ok ee 48.7 
LOL Netacie tomer nae asceehe rane oo: I41I.3 £0 20 ngey mm Pata paces att iter 36.3 
EOD erereret MeL iowe ye feiay Pate Layee 121.6 EO 2 Peaster eae Ane ee a 16.4 
LOE reenter aatele at alte ee os 82.0 HO 2 Mean ten retained ne neste 17.6 
al DARN entet sien siecss ne sic eye cerhrs 65.3 LO 2G pate ee or rar ie ces hae 29.7 
OVERS worst roe scbctoreee oe shat EG ete ote Ona LO 2A Tier torrent oa 26.2 
MO ROnteraepacye econ citelole oeind ida 72a TODS Aveat oe -stecR eC uae etek ee 72.5 
ROM ea peor ueiansue eens otros he eee EOZON craps. tier eave hone eco 48.6 
OURS terpenes Mores satires Dike tee ese 60.2 E27 even e sree e ony een eee 37-9 


* Ribbed, smoked sheets, at New York, spot prices. 

Sources: 1910-1912, Statistical Abstract of the United States, 1924, page 651. 
1913-1927, Standard Trade and Securities Service, Annual Statistical Bulletin, 1927, 
and January Supplement, 1928. 


The high prices which prevailed prior to 1920 tended to exagger- 
ate the demand for crude rubber, and after the World War plant- 
ings became more numerous. Since crops could not be harvested 
until the trees attained maturity, however, the new production 
did not begin to reach the market until 1924. During the years 
from 1922 to 1927 the rubber-using industries did not increase 
their demand for crude rubber at the same rate as in the inflation 
years, and a condition of overproduction resulted. 

The Stevenson Restriction Plan was adopted in 1922 by the 
British rubber interests in Ceylon and Malaya to meet the over- 
production situation. By that year 93% of the world’s production 
of rubber was in the Middle East.® The plan, in brief, regulated 

6 Ninety-eight per cent of the crude rubber exported from the Middle East in 
1924 was produced in the British and Dutch colonies as follows: British, 53%; and 
Dutch, 45%. (Trade Information Bulletin No. 385, United States Department of 
Commerce.) In 1920, it was estimated that 74% of the total supply exported from 
the Middle East had been produced in the British colonies. These figures show that 
the trend of the export ratio was in favor of the Dutch colonies. On account of the 
restriction plan, however, the amounts exported from the British colonies after 1922 
were less than the amounts produced. This fact was indicated in the Annual Report 
of The Rubber Exchange of New York, Inc., for 1926, which stated that 62% of all 


plantation rubber was produced in the British possessions, and that 33% was 
produced in the Dutch possessions. 
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the amount of crude rubber which each producer might market.’ 
In December of 1927 the export license system provided for by 
the revised plan was amended to make the unexported allowable 
volume within any one quarter non-cumulative in the next until 
all allowances for the latter quarter had been exported.® 

The success of the Stevenson Restriction Plan is suggested 
by the trend of crude rubber prices after its inauguration. Prices 
rose from a low point of 13 cents a pound in March, 1922, to 4o 
cents a pound in December, 1924.° 

The quickening of demand, because of the recovery of the 
rubber consuming industries after the depression of 1920-1922, was 
pronounced, and the surplus stocks which had resulted from 
industrial inactivity soon were depleted. This increased demand, 
as well as the regulated supply, was a factor in the rise of crude 
rubber prices. Early in 1925 these two forces yielded a situation 
that suggested a world rubber shortage, and manufacturers bid 





7In October, 1926, the Stevenson Restriction Plan was revised; after revision 
it was as follows: 

“From November 1, 1926, the export of rubber from Ceylon and Malaya will be 
subject to the following regulations: It is not contemplated that any change shall 
be made in these regulations for a period of 12 months at least, but if it is decided at 
the end of that time to continue the temporary policy of restriction for a further 
period any changes in the regulations which may then be considered desirable may be 
made. 

“‘(z) If the average price of rubber in London is less than 42 cents a pound, but 
not less than 30 cents a pound, during any quarter, the percentage of standard pro- 
duction which may be exported at the minimum rate of duty for the ensuing quarter 
will be reduced by 10. If, however, the reduction to be effected under this regulation 
is a reduction from a figure of 100%, the reduced percentage for the ensuing quarter 
will be 80%. 

‘““(2) If such average price for any quarter is not less than 42 cents a pound, but 
less than 48 cents a pound, there will be no change in the percentage for the ensuing 
quarter. If, however, in each of three consecutive quarters such average price is not 
ae than 42 cents a pound, the percentage for the ensuing quarter will be increased 

y 10%. 

‘““(3) If such average price for any quarter is 48 cents a pound or over, the per- 
centage will be increased by 10% for the ensuing quarter. If, however, the increase 
to be effected under this regulation is an increase from a figure of 80%, the increased 
percentage for the ensuing quarter will be 100%. 

‘““(4) If such average price is below 30 cents a pound in any quarter the per- 
centage will be reduced to 60% for the ensuing quarter. 

““(5) If such average price is over 72 cents a pound in any quarter the percentage 
will be increased to 100% for the ensuing quarter. 

“(6) In no case will the percentage be increased above a figure of 100% or 
decreased below a figure of 60.” 

Source: British Colonial Office release. 

(Prices in this release have been changed from shillings and pence to cents.) 

8 No changes were made in the export schedules under the Stevenson Restriction 
Plan for the quarter beginning February 1, 1928. 

9 These quotations represent the extreme prices at which transactions occurred 
and hence differ from the averages of prices given later in Exhibit 3. 
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up the price to over a dollar a pound in efforts to cover their operat- 
ing needs. This rise in price made the Stevenson Restriction Plan 
ineffective, and exports of total production capacity were per- 
mitted. It was soon found that the threatened shortage was 
fiction, and prices receded. 

The function of the Stevenson plan was primarily one of 
control of the amount offered for export in the producing areas. 
In London and New York, the principal primary rubber markets 
of the world, there were other difficulties supplementing those in 
Singapore, the leading crude rubber market in the producing areas 
of the Middle East. The common practice of the leading manu- 
facturers of rubber products in the United States was to place 
orders for their regular requirements with their agents in Singa- 
pore. The extent to which such orders were placed depended on 
the price at the time of an order. The supplementary require- 
ments of the large companies and the regular supply for the 
smaller companies were secured for the most part from or through 
rubber importers or rubber brokers in New York City. 

Under this organization of the market the prices of crude 
rubber fluctuated widely, much to the distress and embarrassment 
of manufacturers, the value of whose inventories of raw and 
finished goods was affected by the fluctuations. The organization 
of the primary market had been the first step taken to improve the 
situation; early in 1926, the Rubber Exchange of New York was 
opened. This exchange provided an established place in which to 
deal in crude rubber futures. Spot transactions were not con- 
ducted on the exchange. This futures market served as an aid 
to manufacturers and dealers in protecting their purchases and 
sales. The exchange was moderately successful in its early days, 
and in 1927 it was in general use both for hedging purposes and 
for purchasing for actual delivery. It was also a device adapted 
to the use of speculators in carrying on their operations. Large 
manufacturers continued to secure their regular supplies from 
outside sources. ‘The prices in outside transactions approximated 
those on the exchange for similar delivery. 

An organized futures market in crude rubber was provided 
by the exchange, but there was still no assurance that the prices 
of the commodity would not continue their violent fluctuations.!9 





10 The average annual fluctuation in crude rubber prices from 1906 to 1925 was 
44.2 cents per pound. 
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The manufacturers of rubber goods wished to have the value of 
their inventories protected by relative stability in the price of the 
raw material. The situation that tended to make the price jump 
was usually the rumor that the free supply available in the market 
was less than enough for the needs of a few weeks. Fearful of 
having insufficient stocks to maintain operations, some buyers 
would endeavor to cover their requirements at any cost. Specu- 
lators took advantage of these situations and exaggerated them 
whenever possible. The movement of the prices of crude rubber 
in the New York market, especially in 1925, reflected this mercurial 
situation. The average monthly prices of crude rubber at New 
York for the years 1922-1927 are given in Exhibit 3. 


EXHIBIT 3 


AVERAGE MoNTHLY PRICES* OF CRUDE RUBBER AT NEW YORK, 
JANUARY, 1922, TO DECEMBER, 1927 
(In cents per pound) 





























1922 1923 1924 1925 1926 1927 
PATER Ee eteae ot se sicusker eaten: 19.2 B2e7 26.0 36.4 79.6 39-3 
Hebuotanosecce see ee 16.0 BGs 25.4 B5.0 62.1 38.2 
Mar inset con tet eteene cs 14.4 34.6 2300 AL a3 58.4 41.0 
INDE s ajerastaetse ade ecuore 16.1 32.7 22.8 44.5 50.9 40.9 
IVER Vieee poate tape cepa T53 28.7 19.7 See 48.1 40.8 
UJ UME Neerek nrc rere tos chan I4.9 27.3 18.9 aL Asa 37.0 
JWT Vee Acer acc ioe eecs eas 14.8 26.0 ae 104.2 41.3 35-0 
AU gon gee nao crit: Seer 14.2 29.2 26.3 80.8 38.0 B GSE 
SEPtyastate orekeaemeet 14.5 29.3 27.7 89.3 41.3 33.8 
OCC ee tae Peer ete 19.9 27.0 B14 99.6 42.7 34.4 
INOVe ates are en meme 24.1 2783 34.3 104.8 39.9 3759 
Dechrsie tice te ae 27.5 26.7 38.1 100.0 38.2 41.0 
Average for year... .... 17.6 20.7 26.2 2S 48.6 37-9 


* Average of one price weekly, ribbed, smoked sheets, at New York, spot prices. 
Source: Standard Trade and Securities Service, Annual Statistical Bulletin, 1927, and 
January Supplement, 1928. 


A national reserve of crude rubber in the United States had 
been conceived as an instrument which would stabilize prices at 
an economic level. In 1926, such a reserve was established, 
supported by contributing manufacturing companies. There- 
after, the presence of the reserve did away with fear that the 
supply in the domestic market was so nearly depleted as to warrant 
panic coverage. ‘The reserve, warehoused in the rubber centers 
of the country, was reputed to be about 20,000 tons. 
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The psychological effect of the presence of this reserve appeared 
to be great, since up to December, 1927, the reserve scarcely 
had been drawn upon. The price of crude rubber had remained 
even more stable than had been anticipated, and the level at which 
it had remained was lower than before the establishment of the 
reserve, in spite of the fact that under the Stevenson Restriction 
Plan there had been a gradual reduction in exportable allowance 
down to 60%. The trend of prices for the period 1926-1927 
revealed this stability. 

The purchasing policies of the Pacific Rubber Company 
had been upon a hand-to-mouth basis subsequent to the severe 
inventory losses of 1920-1922. In December, 1924, accordingly, 
the company’s supply of crude rubber on hand was low. Early in 
1925, alarmed by the threatened rubber shortage which increased 
prices greatly, the company undertook to expand its experimental 
plantation activities. It planted 20,000 acres of hevea trees in 
the Dutch colonies of the Middle East during the two succeeding 
years. It decided simultaneously to increase its inventories, in 
order to insure a larger reserve than it then had for current opera- 
tions. The fall in crude rubber prices in 1926 caused a severe 
depreciation in the value of these inventories. 

The officials of the Pacific Rubber Company had been prime 
movers in the establishment of the national reserve of crude 
rubber and had contributed to the pool organized for its purchase. 

The officers of the Pacific Rubber Company did not utilize 
the rubber exchange for hedging transactions, since they believed 
the reserve would remove major fluctuations in the prices of crude 
rubber. They were confident that they could interpret correctly 
the factors causing minor fluctuations, and that, accordingly, they 
could conduct their purchases intelligently. 

The inventory policies of the Pacific Rubber Company are 
revealed in part by the index numbers for sales and inventories 
during the period 1921-1926, given in Exhibit 4. 

In 1927, the Pacific Rubber Company purchased about 75% 
of the crude rubber it used through its agent in Singapore. It 
secured supplementary requirements through brokers and dealers 
in New York City. The company’s plantation supplied less than 
5% of the amount consumed by the company in 1927. 

Net earnings of the company during the years 1922-1926, 
expressed as index numbers, are given in Exhibit 5.’ 
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EXHIBIT 4 


InpEx NUMBERS OF SALES AND INVENTORIES OF THE PACIFIC RUBBER 
CoMPANY 1921-1926 











(1923 = 100) 
INVENTORIES 
YEAR SALES Re oe 
Finished Goods Supplies* 
LO2bq ten fo. seas 64 120 104 
TO2 Diapers eae Fee 80 98 go 
TO 23 eects 5 nce tate 100 100 100 
LO2A san es Aes ee 109 95 go 
LO 25 oeerg. nicks: Geet 161 104 145 
EO 26 nr ann ae aceasta: 180 114 185 





* Includes also goods in process. 
EXHIBIT 5 


Net EARNINGS OF THE PAcIFIC RUBBER COMPANY, EXPRESSED AS 
INDEX NUMBERS, 1922-1926 


(1923 = 100) 
Net Earnings 
Available for 
Year Dividends 
TQ 212 sr tregcenteseviesn Sasel iesete Enea es agers Seber cre AS fer seat Me eer Yel ehel Seater Pa 67 
LOZ Bee si iiais: esbo oss ves co ae itis as WSU ap gS Skee th OTR aeed ll ok Rosemarie 100 
LO 24, See ere he ae eval oiehe a atte Nees Sat Ne) ore Lois ee eee ee eek eters 187 
EO 25 whan tans. 3 a setaietans gales (aslo anaes Supedwnet ee it Bet da or Benet oh eheli tere eee 208 
ECP stn ntabi ae t lédie ons OOO OO AA HOU MOODS Ue tbnn Mog oGre Amn m ols 135 


ComMENTARY: The problems which confronted the Pacific Rubber 
Company in the above case illustrate the importance of exercising 
care in dealing with the factors related to securing raw materials. 
The disadvantages of widely fluctuating prices of these raw materials 
are indicated in a forceful way. The confusion in the crude rubber 
market has been the principal difficulty with which both rubber 
producers and the manufacturers of rubber products have had to 
contend. 

The Stevenson plan was a regulation of the amount of crude rubber 
exported from the British colonies. At low prices the amount supplied 
was restricted; at high prices the restriction was removed, in part or 
in total, The effect tended to be to raise the level of prices, and in so 
far and as long as the plan affected a dominant portion of the total 
supply, as it did in the first years of its existence, it was influential 
in accomplishing its purpose. Forces on the demand side of the market, 
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however, frequently have had sufficient effect to offset or to accentuate 
the results of the operation of the Stevenson plan, and the inflexibility 
of the adjustment of the exportable allowance has demonstrated the 
failure of the plan to bring about the price stabilization which was one 
of its major objectives. 

Production was unrestricted in the Dutch colonies, and accordingly 
prospered under the British policy. Gradually the volume of produc- 
tion not under the jurisdiction of the Stevenson plan became greater 
than that in the British territories and the effectiveness of the act 
tended to decline. When the prospect of the repeal of the act was in 
sight, however, prices fell sharply. This fact might be interpretedas 
indicating that the Stevenson plan had been successful in causing a 
higher plane of prices than would have existed otherwise. The stabi- 
lizing effect of the plan on crude rubber prices never evidenced itself; 
rather, the contrary tendency was noted on account of the inflexibility 
of the adjustment of the export allowance to price changes. 

The rubber exchange is an organization of the functionaries operat- 
ing in the primary consuming market, New York City. It provides 
a common place for traders to conduct their business; it enhances the 
regularity of price quotations; and it affords an opportunity for trading 
in futures. The tendency of these several factors has been to stabilize 
crude rubber prices. The marked decline early in 1928 was orderly, 
in large measure on account of the exchange, and also on its account 
the extent of the decline doubtless was less than otherwise would have 
occurred. To use a statistical-analogy, crude rubber prices since 1926 
have acted as though a moving average centered had been taken of 
them. Part of the explanation lies in the operation of the rubber 
exchange. The fact that speculators, principally specialized futures 
traders, have entered the market to an increased extent has tended to 
stabilize prices. The theoretical effect of an increased number of 
people in the market and of an increased volume of trading is to decrease 
incidental fluctuations and to make the extremes of movement less 
marked. 

The rubber pool is a semi-free supply of crude rubber in the consum- 
ing market, held for purposes of stabilizing prices. In addition, its 
members are motivated by a desire to lose as little as possible and per- 
haps to gain directly from the operations of the pool. The effect of 
the pool has tended to be the stabilization of crude rubber prices, and 
in so far and as long as no major inequivalences occur in supply and 
demand, it has succeeded in its purpose, and with the Exchange deserves 
credit for the relative stability of prices in 1926 and 1927. Temporary 
weaknesses in the market would be strengthened by buying for the 
account of the reserve, and bullish tendencies would be curbed by selling 
from the reserve. The marked decline of crude rubber prices early in 
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1928, however, was the result of a major disturbance, the prospect of 
the discontinuance of the Stevenson plan, and the pool was powerless 
to check the fall or to save itself. To this extent the pool appears 
economically unsound, and it is doubtful whether the benefits derived 
from it when it is able to operate effectively balance the losses resulting 
from situations too big for it to control. 

The question of policy involved in the decision as to whether or 
not the Pacific Rubber Company should continue its membership 
in the pool may be treated briefly on the basis of the foregoing analysis. 

At the present time, the pool appears to be a temporary makeshift, 
which in time may be superseded by a comprehensive organization of 
the rubber industry involving both producers and manufacturers. The 
present secret operations of the pool serve a purpose, however, and, if an 
optimistic view of the future be taken, no major inequivalences between 
supply and demand may occur. In addition, the stability of crude 
rubber prices during the last three-quarters of 1926 and during 1927 
was such an aid to manufacturing operations that the Pacific Rubber 
Company might have considered its share of the early 1928 losses as a 
less severe setback than would have been experienced without the pool. 
The harm of the recent price decline episode had been done, moreover, 
and to withdraw from the pool when there was a favorable prospect of 
a gradual increase in prices would seem to have been inopportune. 
Except in the instance of major movements of crude rubber prices, the 
pool is economically sound. 

The purchasing policy of the Pacific Rubber Company appears 
to have been adapted to the situation. The purchases of the company 
were divided into those which were regular, comprising the minimum 
requirements, and those which were incidental, comprising the 
remainder of total requirements not supplied from regular purchases. 
For regular purchases it would appear wise to have an agent of the 
company in Singapore who was in intimate touch with the situation and 
who could see that the qualities and kinds of rubber needed were 
secured. The Goodyear Tire and Rubber Company does not have an 
eastern agent, but the other large companies do. For incidental 
requirements it would appear best to buy of dealers in New York and 
in other primary consuming rubber markets. Quick shipment may be 
secured in this way and an inventory policy may be followed which 
will be more satisfactory than otherwise. 

The inventory policy of the Pacific Rubber Company should be 
based to a considerable extent upon the conditions under which crude 
rubber is supplied and upon its price characteristics. Since the 
trip between the Middle East and New York requires approximately 
two months, an inventory large enough to supply two months’ regular 
requirements is needed at all times. In addition, there is a seasonal 
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factor in the continuity of production of crude rubber brought about 
by climatic factors; this circumstance suggests the advisability of 
securing supplies in the plentiful months for the less plentiful periods. 
Finally, crude rubber cannot be stored indefinitely without a degree 
of depreciation of quality and the aggregation of substantial carrying 
charges. 

The price characteristics of crude rubber have been changing, 
and because of one or several of the devices purposed to stabilize prices, 
incidental fluctuations have been reduced. Prices will continue to 
vary sufficiently, however, to make highly significant the amount of 
money invested in inventory. A study of crude rubber prices reveals 
that certain movements can be forecast but that others cannot. A 
shrewd purchasing agent is able occasionally to understand the situation 
in the market sufficiently well to warrant going long or short in the 
market and thus to secure a profit. In that event it appears unwise to 
hedge, and speculation is justified. When there are many factors in 
the situation which do not indicate price movements clearly, however, 
speculation would be of the undesirable kind. At such times it would 
seem best to hedge purchases by entering into suitable futures contracts. 

In summary, therefore, the best inventory policy of the Pacific 
Rubber Company would seem to be as follows: (1) Sufficient crude 
rubber in the company’s domestic warehouses to supply factory 
demands, including enough to tide over such needs in case a shipment 
were delayed or lost. A supply for three months would seem to be 
satisfactory for this purpose. (2) Two months’ supply on the sea. 
(3) Additional amounts, deemed advisable on account of variations 
in crop conditions. The company should speculate when given fair 
assurance that price movements can be forecast, but when the situation 
is not clearly understandable purchases should be hedged. There is 
not sufficient correlation between the movement of crude rubber prices 
and the prices of rubber goods to justify hedging against fluctuations 
in the prices of the latter. 


September, 1928 Hi Ny G: 


ANDREWS Company! 


IMPORTER—SURGICAL SUPPLIES 


Import DECLARATION—Effect of Price Revision on Declared Valuation of 
Imports. A company operating as the American agent for an English 
manufacturer of surgical supplies was obliged by the customs office to 
declare finger cots received from the manufacturer at the catalog price 
of 21 shillings a gross, in spite of the fact that the company received a 
discount of 10%. When, in consideration of a quantity purchase of this 
merchandise, the manufacturer lowered the price to 17 shillings 6 pence, 
the customs office refused to permit a valuation for duty at this lower 
price, contending that, even though the manufacturer would grant 
to any customer a similar price for as large a quantity, the company 
had not purchased in the usual quantity and hence must declare the 
merchandise at the value of orders of the usual size. The company 
decided to declare all future shipments of merchandise at the manufac- 
turer’s catalog price. 


(1923) 


The Andrews Company was organized in 1921 to act as the 
American agent for an English manufacturer of surgical supplies. 
Early in 1923, the manufacturer’s price to the Andrews Company 
upon a specific grade of finger cots was reduced from 21 shillings 
to 17 shillings 6 pence per gross. It was necessary for the presi- 
dent of the Andrews Company to determine the value at which 
future shipments should be declared for duty. 

The company imported annually merchandise to the value 
of from $50,000 to $60,000. Over 75% of these imports consisted 
of finger cots, which were sold, both under the manufacturer’s 
brand name and unbranded, to wholesale druggists, hospital ~ 
supply companies, and agents situated in the eastern and middle 
western parts of the United States. Previous to 1923, the number 
of finger cots imported by the company had fluctuated between 400 
and 600 gross permonth. In that year, as a result of the establish- 
ment of new agencies, the company was able to increase its imports 
to 1,000 gross per month. Because of the increased quantity of 
purchases of this article, the manufacturer reduced his price on 





1 Fictitious name. 
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all purchases which averaged 1,000 gross or more per month 
from 21 shillings to 17 shillings 6 pence per gross. The Andrews 
Company was the largest single purchaser of finger cots from 
the manufacturer. Usual wholesale purchases of that article 
amounted to from 100 to 500 grossa month. Twenty-one shillings 
remained the standard wholesale list price. The manufacturer 
had considered the Andrews Company as an agent, not as a whole- 
saler, and, therefore, had given the company a discount of 10% 
from the list price. The Andrews Company was to continue to 
receive this discount on the new price. 

The duty which the company had been paying on the finger 
cots amounted to 25% ad valorem, or 5 shillings 3 pence per gross 
converted into dollars at the rate of exchange prevailing on the day 
the merchandise was shipped from England.? A reduction in the 
declared valuation to 17 shillings 6 pence, if allowed by the customs 
office, would reduce the import duty to 4 shillings 414 pence per 
gross. 

The company had found that for purposes of duty it was 
necessary to declare a value upon the finger cots which was 10% 
higher than the price actually paid. The English manufacturer 
distributed his products in England through wholesalers, and pub- 
lished a catalog which contained the prices charged the wholesalers 
for each article which he manufactured. A copy of this catalog 
was kept in the customs offices of the port through which the 
Andrews Company imported its merchandise and was used by 
the customs officials for determining the value of the products 
in England. 

The customs officials always had refused to allow the Andrews 
Company to declare for purposes of duty a value per gross of 
"2 Tariff Act of 1922, Paragraph 14309: 

“Manufactures of bone, chip, grass, horn, quills, India rubber, rubber, gutta 
* percha, palm leaf, straw, weeds or whale bone, or of which these substances or any 
of them is the component material of chief value, not especially provided for, 25 per 
centum ad valorem;... ” 


Section 402, I: 

“For the purposes of this act the value of imported merchandise shall be the 
foreign value or the export value whichever is higher. 

b. “The foreign value of imported merchandise shall be the market value, or 
the price at the time of exportation of such merchandise to the United States, at 
which such or similar merchandise is freely offered for sale to all purchasers in the 
principal markets of the country from which exported, in the usual wholesale quan- 
tities and in the ordinary course of trade, including the cost of all containers and 
coverings of whatever nature, and all other costs, charges, and expenses incident to 
placing the merchandise in condition, packed ready for shipment to the United 


States.” 
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21 shillings less the discount of 10%, contending that the discount 
was a special concession to the Andrews Company. The reduced 
price allowed for quantity purchases was not published in the 
manufacturer’s catalog. At the time the price of the finger cots 
had been reduced to 17 shillings 6 pence, however, the English 
manufacturer had made a sworn statement before the American 
consul in London that a similar price would be offered to any 
purchaser who ordered 1,000 gross per month. This statement 
was made especially for the benefit of the Andrews Company. 
The president of the company believed that, since the lower 
price had been received because of the large quantity of purchases 
and since other purchasers of similar quantities would receive the 
same price, the company was justified in declaring a value of 17 
shillings 6 pence. Without further investigation, the value of the 
first shipment of 1,000 gross was declared at the rate of 17 shil- 
lings 6 pence per gross. 

The president of the company was notified immediately 
by the customs officials that he had undervalued his merchandise 
and was subject to the fine for such action.* Although he con- 
tended that the price was that which any purchaser of similar 
quantity would pay and showed the sworn statement to prove his 
contention, the customs officials declared that the Andrews 
Company had not purchased in the usual quantity and hence had 
to declare its merchandise at the value of orders of the usual 
size. They maintained that the sworn statement designated 
what the manufacturer would do and not what in actual practice 
he did do. 

The president of the Andrews Company consulted his attorney 
and was advised that the position taken by the customs officials 
was correct. The company, consequently, paid the increased 
duty and the fine, the latter amounting to 20% of the value of 
the order, which was set at 21 shillings per gross. 

The president decided to adopt the policy of declaring all 
future shipments of merchandise at the value listed in the catalog 
published by the manufacturer, even though these prices did not 





5’ Tariff Act of 1922, Section 489: “If the final appraised value of any article of 
imported merchandise which is subject to an ad valorem rate of duty, or to a duty 
based upon, or regulated in any manner by the value thereof, shall exceed the entered 
value, there shall be levied, collected, and paid, in addition to the duties imposed by 
the law on such merchandise, an additional duty of 1 per centum of the total final 
appraised value thereof for each 1 per centum that such final appraised value exceeds 
the declared value in the entry.” 
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take into account the agency discount which the Andrews Com- 
pany received, or the lower price which it paid because of quantity 
purchases. Some time later the president of the company was 
advised by the congressman representing the company’s district 
that his original declaration was legal and that, had he appealed 
the case, he would have received a refund of the increased duty 
and the fine. . 


ComMMENTARY: The determination of “value” for purposes of 
ascertainment of duty is a fruitful source of dispute between the 
importer and the customs administration. Undervaluation is subject 
to severe penalties. The importer must remember that “value”’ 
for purposes Of duty may be very different from the price he has 
actually paid for the goods in the foreign market. While deliberate 
undervaluation is rare, unintentional undervaluation is frequent, due 
to the fact that the importer, as in the case of the Andrews Company, 
is not fully informed as to the technical requirements in value deter- 
mination as set forth in the Tariff Act and interpreted by the customs 
administration. 

There is apparently no question involved here of deliberate under- 
valuation. The declared value was the price actually paid by the 
importer, a price openly quoted to all buyers who purchased in the same 
large quantities as the Andrews Company. The customs officials 
refused to allow this valuation to stand, on the ground that the value 
was not based upon sales “in the usual wholesale quantities and in 
the ordinary course of trade,” as provided in Section 402 of the Tariff 
Act. The officials held that the large price discount was, as a practical 
matter, only open to the Andrews Company, the American agent of 
the English manufacturer, since this company alone was in a position 
to place such large orders. 

In determining the value at which goods shall be entered for customs 
purposes, the importer cannot safely depend upon the prices paid, 
or upon what seems reasonable and fair to himself. Especially should 
the importer be wary about lowering the value of goods which he has 
been bringing in for a long time at a higher value. The opinion of an 
experienced customs house broker might well have been sought by the 
importer in this case. It was possible also for the importer to have 
consulted the appraiser or examiner of the customs house. While 
the appraiser’s opinion thus given would be in no way binding when the 
goods were finally entered, the importer would at least have had the 
advantage of expert opinion on the matter from those most competent 
to express an opinion. Experience and precedent are very important 
in such cases. In the matter of valuation for customs, there can be 
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but one rule, and that is to take no unnecessary chances in lowering 
valuations. Even then, the importer may find, through no fault of 
his own, that he has valued his products below the standard set up 
by the apprasiers. 

Appeals to congressmen in such matters are likely to be of no avail. 
A congressman’s opinion and advice on details of tariff administration 
have no more value than his experiences with customs procedure 
would justify. In matters so highly complicated and technical as 
customs duties and administrative regulations, the expert services of 
customs brokers and customs lawyers are well-nigh indispensable. 
The attorney’s advice not to appeal to the Customs Court the decision 
of the appraisers seems to be sound in this case. 


April, 1929 Gabe 


DALBERE Company! 


IMPORTER—TEA 


PurcHASE TerMS—Change from C.I.F. to C.& F. Terms in Accepting Quota- 
tions. In the six years of its existence, a company importing tea into 
the United States from China and Java had accepted quotations from 
exporters on a c.if. basis. After six years, however, the company 
decided to place orders in the future on ac. & f. basis. 


MERCHANDISE INSURANCE—Insuring through Domestic Rather than Foreign 
Company. A company which imported tea into the United States from 
China and Java decided to change its method of insuring imports of 
merchandise. Instead of accepting quotations on a c.i.f. basis, the com- 
pany decided to place future orders on a c. & f. basis and to insure its 
shipments through an open policy with a domestic insurance company, 
in spite of the fact that a higher rate of insurance payment would be 
required. The company’s decision was based on the fact that domestic 
insurance companies settled claims within a shorter time than did foreign 
companies and that their policies granted more inclusive coverage of 
damage. 


(1920) 


Since its inception in 1914, the Dalbere Company, tea import 
merchants, had accepted quotations from tea exporters in China 
and Java on a cif. basis. After six years of experience, the 
company had found that there was a risk in accepting foreign 
exporters’ quotations which included insurance. In 1920, there- 
fore, when the company was approached by the representative 
of an American insurance company, it considered the acceptance 
of future quotations on ac. & f. instead of a c.i-f. basis. 

The Dalbere Company, which maintained its office in New 
York City, sold tea to wholesale grocers and tea and coffee mer- 
chants in the eastern United States. Its importations of tea, 
which averaged about $150,000 a year, had shown a steady increase 
each year since the organization of the company. ‘The tea was 
purchased in shipments averaging in value from $1,000 to $2,000. 
It was shipped in chests which averaged 85 pounds in weight. 





1¥ictitious name. 
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The terms of payment varied, depending on the exporters’ 
practices, from sight drafts to 90-day drafts. From 60 to go 
days were required to ship tea from China and Java to the United 
States. On nearly every shipment it was necessary for the 
Dalbere Company to honor the draft before it received the mer- 
chandise. Samples of the tea were forwarded to the Dalbere 
company by the foreign exporters just before the shipment was 
made, and the salesmen of the Dalbere Company took orders for 
the tea while the ship was in transit. Payments were made to 
the Dalbere Company by its customers in 30 days from date of 
invoice. 

Tea was a perishable product which deteriorated with age. 
It was susceptible to damage by sweat and dampness during 
ocean transportation. During the six years in which the company 
had been engaged in importing, it had not sustained a total loss 
of any shipment of tea, but about one in twenty chests of tea was 
damaged sufficiently to necessitate a claim against the insurance 
company. 

Two or three months usually elapsed before the Dalbere 
Company received reimbursement for damages to any shipment of 
tea which had been insured by the exporter in a foreign insurance 
company. This delay occurred even when the policy of the 
foreign insurance company was marked “payable in New York,” 
because the New York office of the insurance company had to 
receive the sanction of the home office before any payment could 
be made. Although the company never had suffered a complete 
loss of shipment, a delay in reimbursement on a total loss of 
merchandise which already had been paid for with money bor- 
rowed from a bank probably would embarrass the Dalbere Com- 
pany financially, especially if the value of the shipment were 
larger than usual. It was customary for American insurance 
companies to settle claims for damage on imported merchandise 
within two weeks. For these reasons the company considered 
the advisability of insuring its importations of tea with an Amer- 
ican insurance company instead of permitting the tea to be 
insured by the exporter. 

An open policy was recommended by the representative of 
the American insurance company. ‘This policy was one taken out 
by an importer or exporter to cover all his shipments of merchan- 
dise. Such a policy kept the merchant constantly insured, but 
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payment for it was made only on each shipment and amounted to 
114% of the insured value of the merchandise. An importer was 
expected to notify the insurance company of the value of each 
importation as soon as possible and later to permit the insurance 
company to verify the value by means of the foreign exporter’s 
invoice. The importer was insured, nevertheless, whether or 
not notification was made to the insurance company. There 
was no time limit on the duration of validity of the policy, nor 
any limitations as to the part of the world from which the Dalbere 
Company might import. The policy would be drawn up, however, 
with special reference to tea. The special clauses in the open 
policy regarding importations of tea were to cover “any damage”’ 
to merchandise in transit.” The general clauses regarding pro- 
tection in marine insurance policies, including open policies and 
those applying to single shipments, were approximately the same 
for all insurance companies, American and foreign. 

An open policy designated a limit to the amount of any 
one importation. The limit was established by joint agreement 
of the insurance company and the importer. It took into account 
the average value of shipments to the importer, thus preventing 
an unnecessarily large amount of an insurance company’s reserve 
from being withheld from other uses. Shipments which were 
larger than the limited amount of the policy required additional 
insurance, in the form of another policy or of a flyer to the existing 
policy. 

The Dalbere Company had received different policies from 
its foreign exporters; usually it did not know how or by what com- 
pany its importations were insured until it received the policy, 
which was forwarded with the draft and bill of lading of the mer- 
chandise. ‘The special clauses in the policies varied with different 
shipments; all gave limited protection.2? There was no clause 





2 An example of the special clauses of the open policy follows: ‘‘To pay average 
if amounting to 3 % on each invoice and/or each 5 chests, 10 half chests or 20 boxes 
in order of invoice, including mould and dampness caused by sweat and sea water 
and/or any damage occurring while in transit, also to pay for breakage, recondition- 
ing charges and loss in weight irrespective of franchise, but no claim to attach for 
any loss due to insufficient or unusual packing including the risk of theft and 
pilferage.”’ J 

3 An example of the special clauses in a typical policy placed by a foreign exporter 
to cover one shipment was as follows: ‘“‘To pay average on each ro chests, 20 half 
chests, or 40 quarter chests, running landing numbers but no claim to attach for 
wet or damp in respect to any package unless the tea therein shall have been in 
actual contact with sea and river water.” 
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covering “any damage” in transit. For example, a shipment 
which was damaged by rice was not covered by the foreign 
insurance policy. Additional clauses were inserted only at the 
request of the Dalbere Company and then at an extra charge. 
The cost of insurance placed by foreign exporters was }4 of 1% 
of the insured value of the merchandise. 

The foreign exporters from whom the Dalbere Company pur- 
chased most of its tea were agents for insurance companies and 
preferred to place the insurance with their own companies. The 
Dalbere Company had confidence in the integrity of its exporters 
and of the insurance companies which they represented. 

C.i.f. quotations to importers were lower than c. & f. quotations 
plus insurance placed by the importer. Moreover, the routine of 
placing the insurance with an American company and of notifying 
the company of the value of each shipment required a slight addi- 
tional amount of clerical work. The Dalbere Company, never- 
theless, had the assurance of the American insurance company’s 
representative that less time would be taken in making settle- 
ments and that fewer disputes would arise than under the existing 
method of insurance, because the clauses in the American com- 
pany’s policy were more inclusive. 

The American insurance company’s representative stated to 
the Dalbere Company that an American bank frequently hesitated 
to extend merchandise letters of credit to an importer unless the 
bank knew the financial standing of the foreign insurance company 
with which the importer’s policy was placed. The Dalbere 
Company believed, however, that banks extended credit on the 
basis of the importer as a risk, rather than of the insurance com- 
pany. This difficulty, furthermore, had not been encountered 
by foreign exporters when in presenting the documents of a 
shipment to a bank abroad they stated that the importer had 
insured the shipment. 

The Dalbere Company decided to take out an open insurance 
policy with an American insurance company. A liberal limita- 
tion of $25,000 as the value on any one shipment was secured. 
Although the rate was 34 of 1% higher than the foreign insurance 
rate, from 1920 to 1924 less time had been required in the settle- 
ment of damages and fewer disputes had occurred than with the 
use of foreign insurance, because of the more complete coverage 
of the American insurance company’s policy. 
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ComMENTARY: The importer who buys on a c.if. basis, paying 
cash against documents, has only the documents as security for the 
goods before they are actually delivered, and against any damage 
that is found upon their delivery. Of the documents, the insurance 
policy is vital to the importer’s protection. Under c.i.f. terms the 
shipper’s contract is fulfilled and his responsibility for the goods ended 
when he has covered the shipment with the insurance agreed upon, 
placed the goods in the hands of the steamship company, settled the 
freight, and forwarded the documents. The steamship company, 
under the terms of the bill of lading, has removed, for the most part, 
its responsibility for losses to the goods in transit. Hence, it is the 
insurance policy on which the importer must rely for reimbursement 
in case of loss or damage; and the insurance policy is no stronger than 
the company which issues it. 

The greatest weakness in a c.i.f. quotation arises from the fact that 
it generally leaves the choice of the insurance company to the shipper. 
Even if financially sound and reliable, an insurance company organized 
and managed in a foreign country may give inadequate protection in 
comparison with the best companies that would be available to the 
importer in his own country and, in case of losses, negotiations between 
parties separated by long distances and living under entirely different 
jurisdictions may result in long delays and other difficulties in 
settlement. 

Furthermore, the foreign insurance company, through whom the 
foreign shipper arranges the insurance, may not have been duly 
“authorized” or ‘‘admitted”’ to conduct business in the United States 
under the insurance laws of the respective states. An admitted 
company is usually required to deposit cash or securities with the 
proper state insurance officials; submit annual statements to, and 
allow examination of its operators by, state insurance authorities; 
pay taxes and fees; appoint a representative within the state legally 
to represent the company; and in general meet the same standards and 
comply with the same regulations as domestic companies. If a policy 
holder has a contract with a foreign non-admitted company, the laws 
of the United States will not apply in case of dispute. In such cases, 
if legal action was necessary, a policy holder would be compelled to 
sue in the courts of the country in which the foreign company was 
domiciled, and possibly himself go abroad when the claim came to 
trial, or at least be represented by his attorney. 

The most important point, however, for the Dalbere Company 
to consider in reference to its marine insurance was not whether the 
insurance company was an American company, but whether it was a 
strong and reliable one, “admitted” and “licensed” to do business 
under the regulations of the insurance department of a state of the 
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United States whose insurance laws were satisfactory. Old, well- 
known, reliable foreign insurance companies that have long been 
represented in the United States and, like domestic companies, are 
subject to American insurance laws and regulations may, and do, 
give full protection and complete satisfaction. From purely com- 
mercial considerations it isimmaterial whether the company is American, 
or British, or of some other nationality, providing it is a sound company 
and admitted to this market. 

In view of the importance of marine insurance to the importer, 
and the risks that may be involved in leaving the choice of the company 
to the foreign shipper, the Dalbere Company’s decision to require 
c. & f. rather than c.i.f. quotations in shipments from China and Java is 
as sound in principle as it appears to have been satisfactory in practice. 
However, both the desirability and the possibility of changing to 
c. & f. quotations will vary in different trades and with different foreign 
shippers. The custom of the trade in a particular market may make 
it difficult and unwise to attempt to change established practice. And 
where imports from reliable shippers under c.i.f. quotations have long 
been satisfactory, there would be little point in attempting to inaugu- 
rate a new policy. 

The case states that the American insurance company’s representa- 
tive maintained that American bankers hesitated to grant letters of 
credit unless the financial standing of the foreign insurance company 
was satisfactory. Only in very rare instances would this be the case. 
In applications for letters of credit, a bank considers the credit standing 
of the importer, not the insurance company. In fact, upon issuing a 
letter of credit a bank probably would have no means of knowing what 
company would issue the insurance policy that covered the imports 
under the letter of credit. It is possible that in the case of a customer 
of unknown financial standing who was importing from a country with 
demoralized finances, a bank might well inform itself upon the detail 
of the insurance company’s standing, at least to the extent of being 
assured it was an “admitted” company, qualified to do business in 
the United States under the provisions of our best state insurance 
supervision. 


April, 1929 GEBaR: 


ConDAR CHINA Company! 


IMPORTER—CHINA AND GLASSWARE 


Importinc—Purchasing Exchange for Merchandise Imported from France. A 
company selling china and glassware imported merchandise from several 
foreign countries under a variety of arrangements. Deliveries usually 
were made from four to six months after orders were placed. It was the 
company’s policy to purchase exchange with which to pay for its pur- 
chases at the time of payment. In 1924, because the company made its 
French purchases in small quantities and at irregular intervals, and 
because it expected the dollar value of the franc to increase upon the 
adoption of the Dawes Report to the Reparation Commission, the 
company considered purchasing French exchange at the time of ordering 
or in advance at any time that the rate appeared to be favorable. The 
latter plan the company rejected as being purely speculative. After 
incurring a loss on an order as a result of buying exchange at the time 
it ordered merchandise, the company decided to follow its previous policy 
of buying exchange when payments were due. 


Importinc—Purchasing Exchange for Merchandise Imported from England. 
A company which imported china and glassware from England among 
other foreign countries, received quotations on the English merchandise 
in terms of pounds sterling. The company decided that, since the 
volume of its purchases from that country, and hence the amount of 
exchange required, varied little from month to month, it could obtain no 
advantage in the cost of exchange by consistently buying exchange in 
advance of the time of payment for the merchandise instead of at the 
time of payment. 

(1924) 

The Condar China Company of Philadelphia had imported 
china and glassware for about 100 years. This company also 
sold domestic products. Its annual sales amounted to approxi- 
mately $1,500,000; 47% were domestic products, 30% English, 
4% French, 5% German, and 14% Japanese, Chinese, Italian, 
or Czecho-Slovakian. Previous to the middle of 1924, the com- 
pany never had purchased any exchange before the payment of 
invoices became due. At that time, however, because the com- 
pany might have made substantial profits on exchange early in 
1924 if the executives had not followed this policy, and because 
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the management believed that the French franc, as well as the 
pound sterling, probably would increase in value upon the accept- 
ance of the Dawes Report to the Reparation, Commission or 
the so-called Dawes Plan, the treasurer was uncertain as to the 
soundness of the company’s policy regarding the purchase of 
exchange. 

Forty-six per cent of the company’s sales were of dinner ware; 
12%, of glassware; 28%, of hotel ware; and 14%, of fancy ware. 
The dinner ware came largely from England, Japan, and France. 
The glassware was manufactured principally in the United States, 
although a small proportion was of French origin. The hotel 
ware was of domestic or English make. The fancy ware consisted 
of novelties from several countries; the principal sources were 
Japan, China, Italy, and Czecho-Slovakia. Manufacturers of 
glassware and crockery made products for the Condar China 
Company upon order only. It took from four to six months for 
foreign merchandise to arrive in the United States after the 
company had placed an order. 

The Condar China Company sold 85% of its merchandise at 
wholesale in all parts of the United States, and 15% at retail 
by means of a travelling salesforce of 20 men. The company sold 
its merchandise at wholesale in three ways: in crates, from open 
stock, and by order for import. A crate of china was a case 
containing an assortment of a specific number of dozens of each 
kind of plates, of cups and saucers, and of all other articles needed 
for complete sets of china. If a merchant sold his supply of one 
type of plates and wished to replenish his stock, it was necessary 
for him to order from the Condar China Company’s open stock. 
If a customer desired to order several crates of merchandise which 
he did not need at once, he could place an order for import. The 
Condar China Company then would place the order with a foreign 
manufacturer. Upon the arrival of the merchandise in the 
United States, the Condar China Company would ship the china 
directly from the docks to the purchaser. The average mark-up 
for sales from open stock was 60% of the landed cost. The 
company sold merchandise in crates at a discount of 10% from 
the open stock prices and china ordered for import at a discount 
of 10% from the crate prices. 

The Condar China Company changed its quotations in accord- 
ance with manufacturers’ prices; these changes sometimes took 
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place semiannually, but usually occurred annually. Manu- 
facturers customarily notified the Condar China Company of a 
prospective change in price six months in advance. 

The prices quoted to the Condar China Company by English 
manufacturers were in sterling; by French, in francs; by Japanese, 
in American dollars; by Czecho-Slovakian, in Czecho-Slovakian 
francs; by Italian, in lire; and by German, in American dollars. 
In Germany, the company had a forwarding agent, who paid for 
all German and Czecho-Slovakian purchases upon the presenta- 
tion to him of the shipping documents. He also negotiated with 
the banks about the rates at which they would exchange American 
dollars for Czecho-Slovakian francs. The Condar China Com- 
pany supplied this agent with funds by depositing with the New 
York correspondent of the agent’s German bank sufficient funds 
to meet the payments. 

In other countries the company used different methods of 
payment. Products from Japan were under the control of a 
Japanese monopoly represented by agents in New York. It was 
necessary for an American merchant to purchase from these 
agents, who received payment in American dollars 40 days after 
the arrival of the merchandise in the customers’ warehouse. The 
Condar China Company made payments in Italy by lira letters 
of credit, drawn on an American bank in favor of the company’s 
Italian agent and opened in the United States at the time the 
exporter shipped the merchandise from Italy. Purchases made 
in France were on open account, and payment in francs was due 
30 days after the date of invoice. Since a vessel required about 
1o days to reach France from the United States, the company 
estimated that it was necessary to make payment about 20 days 
after the date of invoice. 

In England the company had a forwarding agent, who made 
and paid for all purchases from manufacturers from whom the 
company usually bought only small quantities of china infre- 
quently. The company supplied its agent with £1,000 sterling 
and replenished this amount whenever necessary by sending 
additional funds to him in amounts of £1,000. The Condar China 
Company purchased directly, however, from those English com- 
panies from which it had obtained china in large quantities for a 
long time and at regular intervals, and it made payments directly 
to these manufacturers 30 days after date of invoice. 
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Since the company’s expenditures in England in terms of 
pounds sterling averaged about the same each month, no advan- 
tage with respect to the amount spent for exchange could be 
obtained by the purchase of exchange in advance of the time 
of payment so long as the executives followed this policy con- 
sistently. It made no difference, for example, whether the 
exchange bought in January was to pay for purchases made from 
four to six months earlier, or to cover the exchange necessary 
for the payment of purchases made in that month to be delivered 
from four to six months later. 

An advantage in the simultaneous purchase of exchange 
and merchandise was the possibility of establishing at once the 
purchase price of the merchandise. The executives of the Condar 
China Company could not establish the total ultimate cost of 
merchandise accurately at the time of purchase, however, because 
they could not determine the duty which the company would 
have to pay. Customs officials calculated the duty after the 
arrival of the merchandise in the United States; they based the 
duty on the rate of exchange prevailing on the day the exporter 
shipped the merchandise. Although sterling futures were selling 
at a discount early in 1924, this situation was not normal. Ordi- 
narily, sterling futures commanded a premium of about 4 of 1% 
per month. The simultaneous purchase of exchange and mer- 
chandise thus would cost the company this premium. 

Payment for purchases made from France and from several 
other countries in small quantities and at infrequent intervals 
presented the situation about which the treasurer was undecided. 
Wide fluctuations could take place in the rate of exchange between 
the purchase of the merchandise and the payment for it from 
four to six months later. These fluctuations caused variations in 
the cost of merchandise to the Condar China Company. 

The treasurer, therefore, reviewed three exchange purchasing 
policies. The first was to buy exchange and merchandise simul- 
taneously; this plan permitted the immediate establishment of 
the purchase price of the merchandise, but not the total final cost. 
The second was for the executives to attempt to have exchange 
always on hand by purchasing it whenever they believed that 
the rate waslow. For example, if the management had purchased 
large amounts of French francs in March, 1924, at the rate of 
3.45 cents per franc, rather than on October 15 at the rate of 5.25 
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cents, the company would have saved a substantial amount. 
The treasurer deemed this policy to be one of mere speculation 
and believed it undesirable. The third plan, which was the 
management’s established policy, was to purchase exchange at 
the time payment for the merchandise was due. 

In July, 1923, the company had bought some French mer- 
chandise valued at 131,000 francs. At the time, francs had 
been selling at the rate of 5.12 cents. The merchandise was to 
have been delivered during December, 1923, but had not arrived 
until May, 1924. The Condar China Company had made 
payment for this merchandise with francs at 5.70 cents. The 
company would have saved about 10% of the purchase price 
if it had bought francs at the time it had purchased the 
merchandise. 

Again, in the early part of 1923, the company’s agent had 
purchased roo crates of novelties in Czecho-Slovakia, which the 
company sold in the United States for $35 per crate. The novel- 
ties proved to be popular, and the company quickly sold its 100 
crates. It sold, in addition, 100 crates for import, at $35 less 10%. 
About 4 months later, when the German agent of the company 
paid for the roo crates, the Czecho-Slovakian franc was double 
the price that it had been at the time the agent had bought the 
merchandise, with the result that the cost per crate to the Condar 
China Company was about $35. 

There were distinct disadvantages, however, in advance 
purchase of the exchanges of the countries from which the company 
bought irregularly. French manufacturers of china frequently 
delivered the merchandise from four to six months later than 
the date agreed upon at the time of purchase. This situation 
caused inconvenience in the purchase of forward exchange. If, 
for example, the Condar China Company purchased francs in July 
to cover the cost of merchandise bought at that time for delivery 
in December, and if the merchandise failed to arrive on time, 
the company would have to request the bank to postpone the 
delivery date on this exchange. The banks charged a com- 
mission of 14 of 1% for an extension of 3odays. Insomeinstances, 
they would grant a second extension of 30 days for an additional 
14 of 1%. If the merchandise did not arrive at the end of this 
extension, the Condar China Company would have to sell the 
francs which it had purchased. 


314 HARVARD BUSINESS REPORTS 


Duty on the company’s merchandise varied from 40% to 
70% of its value. Since customs officials based the duty on 
merchandise on the rate of exchange that had prevailed on 
the day the merchandise was shipped, the company’s exchange 
purchase policy did not affect the amount of the duty. The 
treasurer estimated, therefore, that upon articles carrying a 
70% duty, fluctuations in exchange rates between the time of 
purchase and the time of payment would affect only 60% of the 
total cost of the merchandise, namely, that part of the cost which 
represented the amount of the invoice. 

In the latter part of July, 1924, the treasurer thought that if 
the Dawes Plan were accepted the dollar value of the franc would 
increase. Since he knew that the company would need about 
50,000 francs in October and November, 1924, he purchased 
that amount of francs on August 19 at 5.42 cents. On October 15, 
francs could be purchased at 5.25 cents. The treasurer decided 
that the experience of the company in this instance, together with 
the disadvantages which it would encounter because of delays in 
the arrival of merchandise, justified the company’s return to the 
former policy of purchasing exchange only when payment was due. 


CoMMENTARY: Since the Condar China Company received and 
paid for its imports several months after the orders were placed, a 
rise in the exchange value of the foreign currency might completely 
wipe out the expected merchandising profits, or even result in losses. 
As long as the company could not determine what the landed costs 
would be in dollars, every import transaction was a speculation. 
Speculation in exchange is not one of the functions of a merchant. 
As a merchandising company, it was highly desirable that the Condar 
China Company should, if possible, remove or lessen the risks of fluc- 
tuating exchanges with their subsequent effect on the ultimate costs 
of the company’s imported merchandise. Otherwise, it was in constant 
danger of seeing legitimate merchandising profits swallowed up in 
exchange costs. Was it possible, in 1924, to remove the exchange 
risks? 

Aside from the method of purchasing its foreign merchandise in 
dollars, which the company could follow in Germany and Japan but 
which would not be generally possible, there were four ways by which 
the Condar China Company could handle its foreign exchange. The 
case mentions three ways, but the first method given in the statement 
of the case (page 312) may be accomplished in two ways. The four 
methods are as follows: 
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(1) Buying spot exchange when the goods are ordered; 

(2) Buying exchange for delivery at the time payment is due; 

(3) Buying exchange whenever rates seem to be especially 
favorable; 

(4) Buying exchange when payments are due. 


The third and fourth methods did not meet the situation. They 
do not eliminate exchange risks. The company was right in dismissing 
the third method as being mere speculation. The fourth method— 
buying exchange when payments are due—does not remove the 
exchange risk, but constantly takes it. To adopt this policy, as the 
company did, is to assume that no method will meet the situation faced 
by the Condar China Company in 1924. For francs, the first and 
second methods were available in 1924, and could have removed, in 
part, the uncertainties of the landed costs of merchandise. 

The first method—buying spot exchange—ordinarily gives nearly 
full protection against cost variations, but it is usually expensive, 
since it ties up a company’s funds until the goods are received. It is 
essentially paying cash in advance, and the importer must add to his 
purchase price the interest on the funds thus used. If, however, future 
exchange is at a high premium, it may be cheaper to buy spot exchange. 

The second method—buying exchange at time of placing order for 
delivery at time of payment—is ordinarily the method best able to 
give the desired protection. But there are certain necessary con- 
ditions required to make this method effective. There must, of course, 
be a market for the foreign currency. In the case of francs, it was 
always possible, even during the period of greatest fluctuation, to buy 
forward. Costs of future francs, however, at times reached rates 2% 
above spot. If costs became excessive, it was always possible to buy 
spot francs. In such cases, an importer could borrow from the bank 
funds for this purpose, if the interest charges were less than the premium 
on future francs. This course is frequently followed, not only when 
cost of future exchange is high, but also when there is no market for a 
foreign currency and protection is imperative. 

Another necessary condition for securing protection by forward 
exchange is that the goods be delivered at the date agreed upon. 
Otherwise, the importer is left with francs in his possession that he 
cannot profitably dispose of or he must seek extensions by buying for- 
ward at the rates then prevailing. The Condar China Company’s 
difficulties with its shippers in this respect were an adverse factor, and, 
if frequent and persistent, would prevent the company from receiving 
the full benefits of purchasing exchange in advance. 

The Condar China Company had a further difficulty in the fact 
that import duties, which ranged from 40% to 70%, were payable upon 
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valuations determined by the rate of exchange existing on the date the 
goods were shipped from the foreign port, not on the date of purchase. 
Hence it would be impossible, even by the purchase of future exchange, 
to cover a large percentage of the risks in costs of the goods due to 
exchange fluctuations. 

It would seem, nevertheless, that the purchase of forward exchange, 
while it would not remove all the risks in the costs of the merchandise, 
would lessen those risks and remove from the transaction as much of 
uncertainty as would be possible under the circumstances. Since 
resale prices of the goods must be determined far in advance of ship- 
ment, the purchase of future exchange would to a large degree eliminate 
the risks involved in the final cost of the merchandise as far as the 
invoice prices were concerned. The company had still to take the 
risks due to fluctuations in the amount of duties that would be required 
and the risks that come from delayed shipments. A plan that would 
remove one of these three risks would seem, however, to be preferable 
to the established policy of the company in purchasing exchange only 
when payments were due. This latter method removed none of the 
risks. Since, however, the length of time between date of shipment 
and date of payment was shorter than the length of time between date 
of purchase and date of shipment, the rate of exchange on date of 
payment might possibly be closer to the rate on date of shipment than 
was the rate on date of purchase. As far as this might be so, and for 
the amount of duties to be paid, the purchase of exchange at time of 
payment would involve less exchange risk than purchase of exchange 
at time of purchase. When duties were at the higher level, 70%, 
this might equalize the risk involved in the two methods. 

The company’s problem in 1924 during the period of post-war 
currency disturbances in European countries is thus seen to have been a 
complicated one and particularly difficult to meet. Under the uncer- 
tainties that existed, the purchase of forward exchange contracts or of 
spot exchange at the time of placing an order on the whole would have 
been safest. The company’s experiences as recorded in the case 
indicate the futility of attempting to lessen the risks by the method of 
handling exchange on a speculative basis. While it is true that the 
conditions of deliveries and high tariffs faced by the Condar China 
Company lessened the effectiveness of the purchase of future exchange 
as a protection against high costs, the unsettled exchanges of 1924 
favored the use of facilities for the purchase of future exchange by a 
merchandising organization whose desire it was to eliminate as far 
as possible the element of speculation from its transactions. Exchange 
risks would not be eliminated, but they apparently would be appreciably 
lessened. 


December, 1927 Gabe R; 


Jorecy Woot Company? 


IMPORTER—WOOL 


Importinc—Use of 90-Day Drafts in Payment of Imports from Argentina. 
It was the trade practice for merchants in the United States importing 
wool from Argentina to make payment under go-day letters of credit 
issued by the banks of the importers. Although an American company 
importing wool estimated that, because of the low interest rates prev- 
alent in the United States in 1924, it could save about 9/9 of 1% on 
shipments from Argentina by cabling funds instead of using go-day 
drafts, the company decided to continue to follow trade practice. The 
company’s decision was based on the fact that, since the prices quoted 
by Argentine exporters included the amounts charged the exporters 
by banks for discounting drafts given in payment by the importers, the 
company, if it asked exporters to quote prices on a cash basis, might be 
at a disadvantage with competitive buyers, because of the inconvenience 
such a request would cause exporters. 


Importinc—Use of Cabled Funds in Payment of Imports from Australia. 
Prices quoted by Australian wool exporters were on a cash basis, that 
is, the discounts charged by Australian banks for discounting drafts 
on the exporters’ customers were not included in the quoted prices, 
but were added later. Because the discount rates were high, an American 
company importing wool found that it could save money on purchases 
from Australia by cabling funds in payment instead of using 90-day 
letters of credit, as it previously had done. 

(1924) 

The Joecy Wool Company imported annually from 6,000,000 
to 8,000,000 pounds of wool; about one-third of it came from 
Argentina and two-thirds from Australia. Because of the low 
interest rates that were current in the United States in October, 
1924, the executives discussed the advisability of financing 
imports from South America by cabling funds instead of by using 
go-day dollar letters of credit as previously. 

This company formerly had used go-day sterling letters of 
credit in purchasing Australian wool, but the management had 
discontinued that plan. Quotations on Australian wool were in 
sterling, and many American importers still were using 90-day 
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sterling letters of credit in buying this wool. Quotations to Amer- 
ican purchasers of Australian wool included only the actual prices 
for the wool. The shipper added to the invoice cost of the wool 
the discount that the Australian bank charged him for purchasing 
the draft which he had drawn upon the American importer. The 
Joecy Wool Company had found that, because quotations were 
on a cash basis and because the rates of discount that Australian 
banks charged were high, it was profitable to cable cash to the 
shipper for Australian wool at the time of purchase rather than 
to use go-day sterling letters of credit. The discount rate on 
go-day letters of credit in the latter part of September, 1924, 
was 474% and the banker’s commission 14 of 1%, whereas the 
discount on telegraphic transfers was 234% and the banker’s 
commission 4g of 1%. To the cost of telegraphic transfers it 
was necessary to add the interest on the funds advanced. 

The prices of Argentine wool quoted to American importers in 
the United States were in dollars. The customary trade practice 
was for a purchaser to import wool under a go-day dollar letter 
of credit issued by the bank of the American importer in favor 
of an Argentine wool shipper. The price quoted included not 
only the actual cost of the wool, but also the discount charged 
by the exporter’s bank for discounting the draft given in payment 
by the American importer. 

Although the discount rates in Argentina were not so high as 
those in Australia, it was possible for the Joecy Wool Company 
to effect a saving by cabling cash rather than using go-day letters 
of credit. The rates of discount quoted in Australia were not 
upon an annual basis as were the discount rates quoted in Argen- 
tina. For example, a discount rate of 47¢% for a go-day draft 
in Australia meant that 47 pounds was deducted from a 100- 
pound draft. This charge in effect was the same as an annual 
discount rate of 191¢%. <A discount rate of 63¢% for a 90-day 
draft in Argentina meant that interest at the rate of 63¢% per 
annum for 90 days was deducted from the amount of the draft. 

In the first week in October, 1924, the discount rates in Argen- 
tina were as follows: 


Signe rat date aes 00 % Oo-day dtait. = 0 634% 
go-ay- cirditeeee ofa. 6lg 120-day draft........ 614 
OO-dayroraite. ene. 614 
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Although Argentine banks did not discount drafts drawn in 
Argentina which were due upon sight in the United States, it was 
customary for an Argentine bank, in calculating the number of 
pesos payable to a South American shipper for a sight draft upon 
the United States, to deduct about two points from the cable 
rate of exchange. For example, if the cable rate for pesos per 
American dollar was 2.15, the bank would pay the Argentine 
shipper at the rate of 2.13. These two points were to compen- 
sate the bank for the interest upon the funds during the time 
required for the draft to reach the United States from Argentina. 

The commission charges of American banks for letters of credit 
in favor of Argentine exporters were as follows: 


si tacdral thasseceves Lg of 1% oo-day-draftau 4.8 4 of 1% 
Oca yudral (Aerie 1g of 1 E20-day draft.......:. 38 of 1 
60-day draft........ VG of 1 


The charges for cabling funds to Argentina included the cost of 
the cable, which averaged about $5, plus a commission of 1¢ of 
1% or a minimum of 50 cents. The Joecy Wool Company cal- 
culated that the savings to be effected by the cabling of funds 
or the use of a sight draft rather than a go-day letter of credit 
were as follows: 








go-Day Draft Sight Draft Cabling of Funds 
Discount (634% Estimated Ex- Cable Charge.......... $5 
per annum)....11949% pense caused by 


deduction from 
demand rate of 
exchange...... 1% 


Bankers’ Com- Bankers’ Com- Bankers’ 
MISSION arise V4 of 1% | mission....... Yé of 1% | Commission....14 of 1% 
Motalu@oste. san. T/A) oe el Ot all eee 1K% Total.......$5+)% of 1% 





The saving between a go-day letter of credit and a sight letter 
of credit was 2345 of 1%. The saving between a go-day letter 
of credit and the cabling of funds was about 12349%. This 
saving would result from a reduction in the selling price of the 
Argentine exporter equal to the discount which he would have 
had to take had the company made payment by a go-day draft. 
Since payment by a sight draft or by the cabling of cash required 
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the company to provide funds about 120 days earlier than did 
payment by a go-day letter of credit, it was necessary for the 
company to add to the cost of the first two methods of payment 
the interest on the funds to be advanced. ‘The interest rates as 
represented by the rates on bankers’ acceptances in the United 
States in the early part of 1924 were from 23¢% to 219% per 
annum. 

The Joecy Wool Company estimated that the net saving to be 
gained by paying for Argentine purchases in the same manner 
that it paid for Australian purchases, namely, by the cabling of 
funds, would be about 9/9 of 1%. 

On the other hand, the trade custom of quoting prices which 
included discounts was so well established that an attempt to 
obtain quotations on a cash basis would cause inconvenience and 
confusion to shippers. The relation, furthermore, between the 
price which a shipper would quote when he was to receive pay- 
ment under a go-day letter of credit and the price that he would 
quote when he was to receive payment by cash would change 
each time the discount rate in Argentina changed. It was possible 
also that several shippers would not wish to make the calcula- 
tions necessary to determine the difference between the two prices. 
If, for example, an Argentine shipper received one offer from a 
company which intended to pay by the customary method of 
using a go-day draft, and another offer from the Joecy Wool 
Company, whose offer was less than that of its competitor by the 
amount of the discount that the bank would charge the shipper, 
the shipper probably would accept the first offer rather than make 
the calculations necessary to determine the accuracy of the second. 

The Joecy Wool Company decided not to attempt to use a 
method of payment contrary to the established trade custom, but 
to continue to finance its Argentine wool purchases by the cus- 
tomary 9o-day letter of credit. 


ComMMENTARY: The Joecy Wool Company, under the conditions 
which existed at the end of 1924, could have effected a small saving in 
the financing of its wool imports from Argentina by cabling funds 
instead of using the 90-day letter of credit customary in the Argentine 
wool trade. The company had adopted the former method in the pay- 
ment of its wool imports from Australia because of the high rates of 
discount charged by the Australian banks on sterling drafts and the 
low rates of interest prevailing in the United States. 
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The situation in Argentina was dissimilar to that in Australia in 
certain respects. Drafts were drawn in dollars, not sterling. The 
difference in cost in favor of cabling was only slight in Argentina, but 
much more worth while in Australia. Apparently more important, the 
custom in Argentina of quoting prices which included the discount 
would make necessary a change in the method of price quotation if the 
method of financing were changed. There seems to have been undue 
apprehension, however, on the part of the Joecy Wool Company in this 
respect, for many importers have found it possible to get quotations 
under the proposed plan. At the present time, many importers in the 
United States are financing purchases in Argentina by the proposed 
method. 

A question that might be raised is as to whether there is a risk 
involved in cabling funds because of the fact that the documentary 
control of shipment may be lessened when payments are made by funds 
cabled. If the funds are cabled to the importer’s bank, payment will 
be made only on receipt of the shipping document. The foreign shipper 
receives cash on delivery of documents to the Argentine bank. The 
importer must rely upon the integrity and reliability of the shipper 
in Argentina that the goods shipped are as ordered. This risk obtains, 
however, when goods are shipped under a letter of credit. For, under 
a go-day letter of credit, the bank in Argentina in discounting the 
exporter’s draft does not examine the goods, but merely sends the 
draft forward for payment. But since the goods usually arrive before 
payment is due, the importer may examine the shipment in New York 
or Boston before payment. However, if the importer has his own 
branch house or a trusted agent in Argentina, the goods may be 
examined in Argentina before payment when settlement is made by 
cash in that country. Under these conditions there would be no greater 
—possibly less—risk in paying by funds cabled to the bank in the 
exporter’s country. The Joecy Wool Company had no purchasing 
branch in Argentina; nevertheless, the risk that goods would not con- 
form to order was essentially the same whichever financing method was 
followed. 

Another objection to cabling funds comes from possible losses of 
interest on the funds advanced by the importer. The money advanced 
may not all be needed at one time for making payments on several 
shipments made in filling a single order, and there may be insuperable 
difficulties in placing the funds in short-term investments in the foreign 
country so that they will yield returns until needed. Part of the funds 
may lie idle. Under a letter of credit, the foreign shipper draws his 
drafts when shipments are made, payments are made by the importer as 
the drafts are presented when due, and there is relatively small risk 
that funds will be idle for any important period. If the importer is not 
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in a position to have the funds profitably employed in Argentina, 
interest losses on cabled funds may balance savings. If he has his own 
branch office and staff in the country, this perhaps may be more readily 
prevented. 

Finally, the decision of the company not to cable funds for the pay- 
ment of wool shipments does not seem to be well taken for the reasons 
stated in the case—namely, the difficulties of quoting wool prices. If 
material savings could be made by cabling funds to a reliable bank in 
Argentina—and there are many such—there were no insuperable diffi- 
culties. Many firms are following the practice. Cabling funds does 
not necessarily add to the risks involved as far as documents are con- 
cerned. Since interest rates are higher in Argentina than in NewYork, 
the employment of balances, if it were necessary to keep balances there, 
would probably not result in interest losses. The saving of 949 of 1% 
would seem to be worth while, even if it did involve at first some difficul- 
ties in overcoming long established practices in price quotations by 
the Argentine wool dealers. 


December, 1927 Gy Bak: 


PAGE AND SHAw, INC. 
MANUFACTURER—CANDY 


Exportinc—Selling Methods of Company Incorporating Abroad. A com- 
pany manufacturing high-grade candies depended for its sales chiefly 
on its own retail stores, maintained in many of the leading cities of 
the United States. The company decided to form an English corpora- 
tion to operate a factory and three retail shops in London for the manu- 
facture and sale of package candy. A score or more of English families 
were ordering candies from the company regularly by mail, but other- 
wise the company had no foreign sales; it knew that English people 
were not accustomed to candy in boxes or to retail shops selling candy 
exclusively. In order to insure the maintenance of the high quality of 
its product, certain materials were sent from the United States, as was 
also a staff of workers, only sales girls being recruited in England. 


(1919) 


Prior to 1919 Page and Shaw, Inc., which manufactured high- 
grade candies to retail at an average price of $1.25 a pound, 
depended for sales chiefly on its own retail stores in the United 
States. These were maintained in many of the leading cities, 
including Boston, New York, Chicago, and Los Angeles. The 
sales volume of the larger of the stores reached $8,000 to $9,000 
a day during the Christmas season, and averaged $2,000 or 
$3,000 daily for the year. ‘The average for the smaller shops was 
less than $1,000 daily. Rents which the company paid for the 
stores varied from $3,000 to $30,000 a year; ratios of rents to 
sales also varied for the stores, averaging about 7%. 

In addition to selling through its own retail establishments, the 
company sold to independent retail candy stores, drug stores, 
hotels, railways, and steamship companies. Page and Shaw can- 
dies had been sold on transatlantic liners for the first time in 
1918. As a result of these sales, the company had received a 
few mail orders from people resident in England. The number 
of such mail orders was increasing, and a score or more of English 
families were ordering candies from the company regularly. The 
company made no other foreign sales. Its total annual sales 
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amounted to about $6,000,000; 70% of this sales volume the 
company secured through its own retail stores. 

In 1919, one of the directors of the company proposed the 
formation of an English corporation with capital of £100,000 and 
with all stock, except a few qualifying shares, owned by Page and 
Shaw, Inc. The function of the corporation would be to operate 
a small factory and three retail stores in London for the manu- 
facture and sale of package candy. Excellent sites were avail- 
able. One was on Piccadilly in the heart of the fashionable West 
End shopping district, in a shop about to be vacated by a jeweler. 
This shop could be rented for £5,000 a year. A second location 
was on the Strand, a popular shopping center, in the building of 
the Hotel Cecil. Space could be rented here for £1,500 a year. 
The Hotel Cecil and the Hotel Savoy, which was near the Hotel 
Cecil, were favorite resorts for tourists from the United States. 
The third location was on High Street in Kensington, a desirable 
location both because it was in the neighborhood of many large 
department stores, and because property in that district was 
relatively cheap. Suitable premises for a shop and a small fac- 
tory in the Kensington locality could be bought for £24,000. 
Retailers throughout England could be supplied from this factory. 

The director proposed three stores rather than one because the 
various retail districts of London were distinct, shoppers in one 
district rarely going into another, and because it was the practice 
of the company in the United States to maintain several stores 
in large cities. The director’s reason for proposing a factory in 
London was that the company always insisted on maintaining the 
uniformly high quality of its products. Although some candies 
manufactured in the United States could be shipped without 
danger, it was desirable to offer a varied line, and many of the 
company’s choicest makes of candy could not be sent so great a 
distance without risk of deterioration or actual spoilage. 

Further to insure the maintenance of uniformly high quality, 
the director proposed to send from the United States materials 
such as chocolate coatings, nuts, fruits, flavoring, and even the 
boxes in which the candy was to be packed. The transportation 
of these materials would increase the cost of production slightly. 
The company’s gross margin averaged about 32% on domestic 
sales, and the director estimated that on the London sales the 
gross margin would be slightly less than 30%. 
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For manager of the company the director suggested an English- 
man who had lived in the United States for 20 years and who 
had been educated in American schools. The services of this man 
could be secured for £1,000 a year. With the exception of sales 
girls, the director proposed sending to London an American staff, 
including candy makers. The company would have to pay 
American candy makers sent to England £12 or £15 a week, 
although English candy makers received only half as much. 
Wages of sales girls averaged £3 a week; about 12 sales girls 
would be required for the three stores. In each shop, the wages 
of a porter, who could also act as commissionaire, would be about 
£2 a week. On the basis of probable sales for the first two years, 
the director estimated that total expenses, including overhead 
expenses of the three stores and the factory salaries, would not 
exceed £20,000 a year. No provision for advertising was made 
in this estimate, as the company intended to depend solely on 
the distinctive appearance and decorations of its shops for 
advertising. 

Observation indicated that the average individual in England 
did not consume so much candy as did the average individual in 
the United States. Furthermore, the English were not accus- 
tomed to ready packed boxes of candy. English middle-class 
buyers usually asked for sixpence worth or a shilling’s worth of 
sweets in bulk, while even the upper-class buyers were more likely 
to ask for a half crown’s worth than for any given quantity. The 
great bulk of the candy offered for sale in England was of medium 
quality and sold for 2/6 or3/6apound. Consequently, the price 
of ready packed boxes of high-grade candy seemed excessive to 
the average Englishman. Page and Shaw candy, for example, 
would have to sell for 6/6 a pound. 

Very few English shops sold candy exclusively; it usually was 
grouped with other food products. Prior to 1915 a number of 
small tea shops which sold bulk candy had been established in 
London under the name of Lyons Tea Shops. As the popularity 
of these shops was demonstrated, others were added, and a few 
of the largest, which were restaurants as well as tea shops, were 
called Lyons Corner Houses. The one near Piccadilly Circus 
was said to be the largest of its kind in the world. The Lyons 
Corner Houses and Tea Shops sold not only candy but cakes, 
biscuits, and other sweets as well. 
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It was apparent that a retail candy store located in an exclu- 
sive district in London and operated in the usual American man- 
ner was distinctly a novelty from the English point of view. 
Englishmen who were consulted predicted that an American candy 
store in London never could succeed. So far as the company 
knew, no other candy manufacturer ever had attempted to open 
retail stores in foreign countries. 

In 1919, as the director had proposed, Page and Shaw, Inc., 
formed an English corporation and opened three stores and a 
small factory in London. Seventy per cent of the English sales 
were made at retail by the three shops and 30% were made 
directly from the English factory. Although the company sus- 
tained a loss on London sales during the first four years, the 
volume of sales increased steadily, and in 1923 the company made 
a net profit of 3% on total English sales of approximately $450,- 
000, as compared with a net profit of 15% on sales in the United 
States. In 1924, sales increased about 12% over the previous 
year and in 1925 there was a further growth in volume of 10%. 
The net profit in 1924 suffered because the company was unable, 
for about six months, to sublet a high-rent store in a block which 
it had leased. In spite of this contingency, the net profit for 
the year amounted to 514%, and in 1925 it increased to 9%. 


CoMMENTARY: The apparently successful establishment of the cor- 
poration to operate retail candy stores in London is, in a measure, a 
justification of the decision. The burden of proof is upon the executive 
who advocates the establishment of a factory or branch in a foreign 
country. In determining the advisability of such an establishment, 
several factors must be taken into consideration. First, the company’s 
probable increase in sales and profits when owning factories and 
branches, as compared to its sales and profits when selling through 
agencies and making shipments from the domestic or centrally located 
foreign plant, should be considered. Second, consideration must be 
given to the suitability of a branch or factory as a decentralized base 
for the supply of markets outside that in which the branch or factory 
is located. For instance, the location of a branch in London may be 
justified not by the prospect of English business alone, but by the 
prospect of English plus Continental business. Third, the extra 
expense of a branch may sometimes be justified on the basis of adver- 
tising and prestige value. It is difficult, however, to measure such 
value, and it is, of course, a much more conservative plan to make a 
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favorable decision regarding branch establishments on the basis of the 
first factor. 

As to the first factor, in this case there seems to have been only a 
rough estimate as to the probable increase in sales through the estab- 
lishment of a factory and retail stores in London. To make such an 
estimate is, of course, extremely difficult; an accurate estimate is per- 
haps impossible. The doubtful factors in making an estimate are 
indicated in the statement of the case, particularly in the statement 
concerning the candy buying habits of the English, and the possibility 
of changing them to such an extent as to enable Page and Shaw to 
sell a satisfactory amount. 

The fact that the English corporation operated at a loss during the 
first four years may indicate that the establishment of the plant was 
somewhat premature. On the other hand, it is more likely that this 
fact is to be explained on the ground that to change buying habits 
requires a considerable length of time. It is certainly not uncommon 
for a new enterprise to fail to make a profit during the first few years 
of its existence. Such a failure is peculiarly true of the concern which 
depends purely upon its product, the appearance of its stores, and 
word-of-mouth advertising to build up its goodwill. So long as quality 
of product and public taste do not change materially, goodwill built 
up slowly in that way is perhaps less perishable than goodwill built 
up quickly by extensive advertising. 


October, 1927 Ep ene 


McManus Company! 


WHOLESALER—ELECTRIC MOTORS 


TERMS OF SALE—Selection by Wholesaler Selling to Contractor Dealers. When 
a wholesaler selling electrical supplies agreed to distribute the motors of 
a manufacturer, the custom of the electric motor trade required the 
execution of a contract to be used when sales were made by the wholesaler 
to contractor dealers. In determining what provisions should be 
included in its contract, the wholesale company considered the forms of 
contracts used by three competing motor manufacturing companies. 
Each contract differed from the others, in varying degrees, on such 
matters as giving notice of changes in prices and making such changes 
retroactive on motors in stock, disclaiming liability for delays in delivery, 
granting express or implied warranties, and providing for cancellation or 
modification of the contract. 

(1918) 


The McManus Company was a wholesaler selling electrical 
products, including electric irons, fans, and household and indus- 
trialequipment. When, in 1918, the company agreed to distribute 
the motors of the Tauber Electric Company,! it was con- 
sidered necessary, in accordance with the custom of the electric 
motor trade, to draw up a contract to be used when sales were 
made by the McManus Company to contractor dealers. The 
company had to determine what provisions should be incorporated 
in the proposed contract. 

A separate department, consisting of a manager and three 
salesmen, was established for the sale of the motors. The man- 
ager planned to go into the sales territory to supervise the salesmen 
and to make sales, in order to establish personal relations with 
customers. 

Motors were to be sold to three types of customers: the con- 
tractor dealer, who resold them to customers; the manufacturer 
who used them to run the machinery of his factory; and the 
manufacturer who incorporated them in his product. There was 
to be an understanding between the McManus Company and the 
contractor dealers selected that competing products were not 
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to be sold by the latter; this provision, however, was not to be 
incorporated in the contract. 

The motors of the Tauber Electric Company competed directly 
with those of three other manufacturing companies, each of which 
with its branch sales organization was larger than both the Tauber 
Electric Company and the McManus Company. One of the 
competitors, the Condor Manufacturing Company,? employed 
100 general salesmen to distribute its products and, in addition, 
12 men who sold the type of motor manufactured by the Tauber 
Electric Company. Competition was keen; the prices of the 
three companies were identical for most types of motors. Service 
and quality were the principal selling arguments. 

The form of contract used by the Condor Manufacturing 


Company was as follows: 
Motor 
Dealer’s 
Purchase 
Agreement No. _ 


Motor Dealer’s Purchase Agreement 


To the Condor Manufacturing Company 
(hereinafter called the Company) 


(1) EXPLOITATION 


We (hereinafter called Condor Motor Dealer) agree to faithfully 
and diligently exploit the sale of motors and motor accessories of the 
Company’s manufacture within the territory covered by us in the regu- 
lar course of our business under conditions hereinafter set forth. 


(2) SCOPE 


(a) The privileges and obligations of this agreement apply only to 
purchases of complete standard motors and accessories, 50 h.p. and 
below, as listed in the Motor Price Book, or given in special advices 
furnished by the Company from time to time, for domestic shipment 
and for resale within the following territory covered by us, to wit: 








(b) In case special motors within the same general limits as to 
size are required by the Motor Dealer holding this agreement, the Com- 
pany will determine, upon application for such motors, if and upon what 
terms they may be furnished, the provisions of this agreement applying 
only to the standard general purpose motors shown in price books or 
price lists furnished under this agreement. 
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(c) It is furthermore understood that our orders under this agree- 
ment are subject to your approval and acceptance as to quantity, or 
other conditions not herein set forth. 


(3) SUPPLY AND REPAIR PaRTS 


Supply and repair parts for complete machines, when ordered sep- 
arately from the motor for which they are intended are not subject to 
the special conditions of this agreement, but are to be furnished under 
the usual trade terms of the Company applicable to such parts. 


(4) Stock 


We agree to order and maintain at all times reasonable stocks of 
motors to be available for immediate delivery to customers. 


(5) INSPECTION 


It is agreed that any authorized representative or representatives 
of the Company may inspect at any time during regular business hours, 
motors or accessories, ordered under the terms of this agreement, that 
may be held in stock and unpaid for by us. 


(6) TiTLE AND OWNERSHIP 


As between the Company and ourselves, it is understood and agreed 
that title to the motors and accessories purchased hereunder shall not 
pass from the Company until full cash payment therefor shall have been 
made. 

The foregoing provision shall not be construed as limiting us in 
any way from selling motors and accessories purchased hereunder and 
from conveying good title to our customers. It is further understood 
and agreed that all material purchased hereunder shall be at our own 
risk from delivery on board cars at point of shipment. 


(7) Prices, QUOTATIONS AND DISCOUNTS 


Changes and reductions: 

(a) Prices, quotations and discounts are subject to change at any 
time by the Company, but in the event of such change, we shall be 
promptly notified. In case of reductions in prices, such reductions 
shall be made retroactive in so far as they affect any motors in stock 
unsold or uncontracted for, provided the motor or motors have not 
remained in stock more than go days and also provided that in making 
claim for any adjustment we present our claim within 60 days from date 
of change in prices, with complete details of motor serial numbers, 
ratings and date of invoice covering original purchase. 

Discounts: 

(b) We are to be allowed the special discounts to Condor Motor 
Dealers, as now or hereafter established by the Company to apply under 
this form of contract, on all motors and accessories which the said 
Company may now or hereafter designate as subject to purchase under 
the terms of this agreement. 
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(8) PAYMENTS 


It is agreed that full payment shall be made not later than 60 days 
from the date of each invoice respectively. Accounts not paid within 
the 60-day period shall be considered delinquent. 


(9) CREDIT 


This agreement does not entitle us to any special credit and the 
Company may refuse to sell motors or accessories to us at any time under 
the terms of payment herein set forth; when, in its opinion, the account 
current, or our financial standing, does not warrant further sales upon 
such terms. 


(10) RETURNS 


After having received permission from the Company we may return 
within 90 days from date of invoice, transportation charges prepaid, 
for full credit, less the cost of reboxing, inspection, and otherwise 
placing in first-class salable condition, any unused standard motors 
or accessories purchased for stock, but under no circumstances shall 
any special motor or accessory be returnable. 


(11) CONFIDENTIAL INFORMATION 


We agree to safeguard as confidential, all Price Books, quotations 
or discounts, and all data either in Data Book Form, circular letter or 
otherwise, and not to permit their use in any way which may be detri- 
mental to the Company. It is further agreed that all data and infor- 
mation furnished hereunder shall be promptly surrendered on request 
by the Company and that copies or memoranda of said information in 
any form whatsoever shall not be made or retained. 


(12) CANCELLATION 


(a) This agreement may be cancelled by either party by thirty 
(30) days’ written notice. 

(b) In event of cancellation, any uncompleted business originating 
hereunder shall be consummated on the same basis and terms as if 
this agreement were continuing. 








PACED CU eeerese = oe see TO? SUE CC eee eee een 
(This date to govern business 
originating hereunder) 
By By Condor Manufacturing Co. 


The first paragraph of the contract used by the Condor Manu- 
facturing Company was of psychological value. The second 
provision specified the merchandise covered; if this were omitted, 
special orders would come within the scope of the contract. 

The third section excluded supply and repair parts; in view 
of the concentration of competitive effort on service, this stipula- 
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tion was apparently a disadvantage to the Condor Manufacturing 
Company. 

The provision by which the purchaser agreed to order and 
maintain at all times reasonable stocks of motors was too indefinite 
to be of much legal force. It did provide, however, a possible 
basis for cancelling the agreement. 

Clause 5 allowed the company to inspect all motors or acces- 
sories held in stock for which payment had not been received. In 
the absence of this provision, the motors or accessories might be 
used by the contractor dealer or become damaged. It was, 
moreover, an aid in the enforcement of the substantive terms of 
the agreement. 

The next section stated that the title was to remain in the 
company until payment had been received in cash for the mer- 
chandise ordered. This provision, which was merely a repetition 
of the result reached under Section 22-A of the Uniform Sales 
Act, did not prevent the final purchaser of the motor from gaining 
a clear title. Although ordinarily risk follows title, here the 
retention of title by the company was solely for the purpose of 
making the buyer fulfill his obligations. This section of the 
contract also provided that the contractor dealer should bear the 
risk of loss from the time the merchandise was placed on a car 
at the point of shipment. 

The seventh section protected the contractor dealer against 
a decline in prices on motors purchased within 90 days for which no 
contracts had been signed. In order to protect the company, 
when presenting claims for adjustment, the contractor dealer was 
required to give complete details of motor serial numbers, ratings, 
and date of invoice of the original purchase. 

The ninth provision stated that the agreement did not entitle 
the contractor dealer to special credit, and that shipments could 
be withheld if, in the opinion of the company, the financial 
standing of the purchaser did not warrant further sales. The 
tenor of the whol contract was that the company was to supply 
the contractor dealer with his requirements in motors. It might 
be interpreted, therefore, if this provision were not included, to 
mean that the company was required to deliver all merchandise 
requested. 

Section 10 specified the conditions under which returns were 
to be accepted. A go-day limit was set in order to prevent the 
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return of merchandise sent back merely because it had been 
purchased unwisely. If the contract failed to specify that the 
cost of reboxing the merchandise, inspecting it, and placing it 
in first-class salable condition was to be charged to the purchaser, 
he would not be likely to allow the company to make this deduction 
from his credit. Special motors or accessories were not returnable. 

Such confidential information as price books, quotations, 
statements of discounts, and circular letters was supplied by the 
company. As this might prove valuable to competitors, it was 
required that such information be returned upon request and that 
no copies or other memoranda be made or retained. 

The term of contract was not specified; either party could 
abrogate it on 30 days’ written notice. The provision that 
uncompleted transactions be consummated according to the 
terms of the agreement disposed of one of the most troublesome 
questions connected with the termination of an agency and pre- 
vented any dispute. 

The contract of the Ritmeyer Electrical Equipment Company,? 
follows: 


RITMEYER ELECTRICAL EquipMENT COMPANY 
Motor Agency Agreement 


192 











Gentlemen :— 
We propose to furnish you the following apparatus: 


and in consideration of the special discounts quoted below you agree 
to purchase from us your requirements in such sizes and ratings as are 
manufactured and sold by us, subject to the following conditions: 


DISscoUNTS 


t. Discounts on standard apparatus listed in our current price 
lists are to be as follows: ; 
Types Discounts 


PRICES, QUOTATIONS, AND DISCOUNTS 


2. Prices, quotations, and discounts are subject to change at any 
time by the company, but in the event of such change, you shall be 
promptly notified. 
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TERMS AND DELIVERY 


3. With satisfactory credit, the terms of payment are net cash 
in 30 days from date of invoice, delivery f.o.b. point of shipment. 

4. In the event of your failure to fulfill any of the terms or con- 
ditions of this contract during its life, we reserve the right to cancel the 
same or to delay further shipments until settlement of the overdue 
account is satisfactorily made. We are not responsible for delays in 
delivery, due to delays in transit or to strikes, fires, floods, accidents, 
or other causes beyond our control, of apparatus covered by this 
contract. 


GUARANTEE 


5. Our apparatus will be delivered to you free from any electrical or 
mechanical defects. It is fully guaranteed (subject to the conditions 
of the next paragraph) to deliver its rated output if kept in proper 
condition and operated normally. 

6. Should any defects develop in any of our apparatus under normal 
and proper use within 30 days after the apparatus has been placed into 
service, we will correct same at our expense, provided you notify us 
immediately in writing, of such defects. We are not responsible for 
defects resulting from improper storage prior to placing our apparatus 
into service. 


DURATION 


7. This contract (subject to the provisions of clause 3) shall be in 
force for a period of one year from date of acceptance, and shall con- 
tinue in force thereafter, subject to cancellation in writing by either 
party by giving 30 days’ notice. 

MobpIFIcATIONS 


8. This contract contains the entire agreement and cannot be 
modified by verbal representations. 


ACCEPTANCE 
The undersigned hereby accepts the above agreement and assents 
to all its terms and conditions. 


Ritmeyer Electrical Equipment Co. 
Per———————___—_—____ 
Approved: 


Reo? 





(Purchaser signs here) 








(Title) (Title) 
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This form of contract contained several clauses which differed 
fundamentally from those in the contract of the Condor Manu- 
facturing Company. The introduction constituted a virtual 
exclusive buying agreement. The company, apparently, thought 
it advisable to put this in writing, in spite of the possibility that 
it might be construed to be contrary to Section 3 of the Clayton 
Act. 

The discounts offered were listed; these were followed by a 
clause relative to subsequent changes. It was pointed out that 
this practice was more satisfactory than was the one followed by 
the Condor Manufacturing Company, which in its contract pro- 
vided that motors be sold at prices to be fixed by the manufac- 
turer. Such an agreement might be held illusory and, therefore, 
not a contract. 

The clause relating to credit terms did not differ greatly from 
the one in the contract of the Condor Manufacturing Company. 
In each instance indefinite statements were used, and the manu- 
facturer was made the sole judge of satisfactory credit terms. 

The fourth clause of the contract was important because it 
furnished contractual aid in enforcement and gave the company 
the power of cancellation or suspension on any breach of contract 
by the other party. It also provided protection, to a limited 
extent, against liability for delays in delivery due to causes beyond 
the control of the company. 

In clauses 5 and 6 the company warranted its apparatus to 
be free from any electrical or mechanical defects. This provision 
undoubtedly constituted a sales argument and did not render the 
company more liable to rectify defects in apparatus than was the 
Condor Manufacturing Company, which might be held responsible 
under implied warranties, as stated in Section 14 of the Sales Act. 

The contract of the Ritmeyer Electrical Equipment Company 
could not be cancelled within a year and thereafter only on 30 days’ 
notice; according to Clause 8, it could not be modified by verbal 
representations. 

The contract used by the Blaine Electric Company,‘ the third 
competitor of the Tauber Electric Company, was as follows: 
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Tue BLAINE ELECTRIC COMPANY 
Contractor Dealer Agreement 
Dated at 
The day of 192 
(x1) This Agreement between Blaine Electric Company (hereinafter 
called Company) 
and 











(hereinafter called Purchaser) is made to enable Purchaser to order its 
requirements of Fractional Horsepower Motors and Motor Parts 
consisting of fields, armatures, brush holders and brushes (hereinafter 
called Motors and Parts) of the Company’s manufacture from time 
to time and to enable Company to arrange its manufacturing schedules 
and facilities to meet Purchaser’s requirements. 

(2) Company will, subject to prices, terms and conditions hereinafter 
set forth, ship upon receipt of Purchaser’s orders and deliver F.O.B. 
point of manufacture, Motors and Parts to fill such orders and Pur- 
chaser agrees to receive and pay for such Motors and Parts. 

(3) To enable Company to arrange its manufacturing program for 
Motors and Parts to meet Purchaser’s requirements during the life 
of this Agreement, Purchaser agrees to furnish Company, upon signing 
this Agreement, with an approximate monthly schedule of Purchaser’s 
requirements of such Motors and Parts for the first six months of this 
Agreement and similar estimated schedules for the six months’ period 
immediately succeeding, furnishing such estimates at least thirty (30) 
days in advance of the beginning of each of such six months’ periods. 

(4) Upon signing this Agreement, Purchaser places an initial order 
No. for Motors and Parts. 

(5) The terms of payment shall be such as are extended to Purchaser 
from time to time. 

(6) This Agreement does not entitle Purchaser to any special credit 
and Company may refuse to sell and ship Motors and Parts hereunder, 
should Purchaser’s financial condition be unsatisfactory. 

(7) When Motors and Parts are purchased in connection with other 
apparatus not covered by this Agreement, the price of such other 
apparatus is not to be included in determining the amount on which 
Purchaser is entitled to any discounts hereunder. 

(8) Company shall not be held responsible or liable for any loss, 
damage, detention, or delay caused by fire, strike, civil or military 
authority, or by insurrection or riots, or by any other cause which is 
unavoidable or beyond its reasonable control, or in any event for con- 
sequential damages. Receipt of the apparatus by Purchaser upon its 
delivery shall constitute a waiver of all claims for loss or damage due 
to delay. 

(9) The most popular types and ratings of Motors listed by Com- 
pany are shown upon Company’s quantity price sheet attached hereto 
which may be revised from time to time. 
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(10) Prices of Motors and Parts purchased hereunder are subject 
to change at any time by the Company. In the event Company 
makes any reduction or increase in Motor and Parts prices, such 
changed prices shall, immediately upon issuance thereof by Company, 
become the prices applying to future purchases of Motors and Parts 
hereunder. 

(tx) Title to any Motors and Parts purchased under this Agreement 
shall not pass from Company until full payment therefor shall have 
been madein cash. Purchaser agrees to do all reasonable acts to perfect 
and maintain retention of title in the Company. Purchaser will, 
while any part of the purchase price of Motors and Parts shipped here- 
under remains unpaid, maintain in the name of Company sufficient 
insurance to fully reimburse Company in case of loss or damage by 
fire or water. 

(12) In lieu of all implied warranties, Company agrees to correct 
and shall have the right to correct by repair or replacement at its own 
expense, any defects in said Motors and Parts which may develop 
under normal and proper use within one (1) year from the date of 
shipment thereof, provided Purchaser gives Company immediate 
written notice of such defects and the correction of such defects by 
repair or replacement by Company shall constitute the fulfillment of 
all its obligations to Purchaser hereunder. All transportation charges 
are to be paid by Purchaser. 

(13) After the expiration of the twelve (12) month period referred 
to in paragraph 14 and of any twelve (12) month period thereafter, 
during which this Agreement is in force, Purchaser will receive from 
Company, credit memorandum for quantity discount based upon the 
aggregate amount of bills rendered upon all Motors and Parts pur- 
chased hereunder. 


$5,000 and under $10,ooo—1% on $5,000 + 2% on amt. over $5,000 
$10,000 and under $20,c0o—1!14% on $10,000 + 214% on amt. over 


$10,000 

$20,000 and under $30,o0o—2% on $20,000 + 314% on amt. over 
$20,000 

$30,000 and under $50,00o—2!14% on $30,000 + 334% on amt. over 
$30,000 

$50,000 and under $100,000—3% on $50,000 + 4% on amt. over 
$50,000 

$100,000 and under $150,00o—3!4% on $100,000 + 5% on amt. over 
$100,000 

$150,000 and under $200,000—4% on $150,000 + 6% on amt. over 
$150,000 

$200,000 and under $300,00o—414% on $200,000 + 6% on amt. over 
$200,000 

$300,000 and under $400,o0o—5% on $300,000 + 7% on amt. over 
$300,000 

$400,000 and under $500,000o—514% on $400,000 + 8% on amt. over 
400,000 


$500,000 or more—6% 
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(x4) This Agreement must be approved at the home office by an 
Executive Officer of Company or the Manager of its —— 
District Office in order to make it binding upon Company and shall 
become effective immediately upon approval by Company and will 
cover a period of one (1) year from the first day of the month in which 
it was signed by Purchaser and thereafter shall continue to be operative 
for additional twelve (12) month periods unless discontinued by either 
party giving the other party sixty (60) days written notice of the 
intended cancellation prior to the expiration of any one of the twelve 
(12) month periods. 

(x5) All previous communications between the parties hereto, 
either verbal or written, with reference to subject matter of this Agree- 
ment are hereby abrogated and no modification of this Agreement shall 
be binding upon the parties hereto or either of them unless this modi- 
fication shall be in writing duly accepted by Purchaser and approved 
by Company in the manner above indicated. 

Blaine Electric Company 
By 


ACCEPTANCE 


The foregoing proposal is hereby accepted at the prices and upon 
the terms and conditions named herein. 





af Cane ie ee Oe 
Witness 
(Purchaser signs here) 
Witness 
(Title) 
Approved != = ae ro 





Blaine Electric Company 


Witness =r 2 ee eee 
(Acting Vice Pres. or Dist. Mgr.) 


From a legal and manufacturing point of view, the contract 
of the Blaine Electric Company was probably the most complete 
of the three. It differed from the other two in that spare parts of 
motors were included. An initial order was required at the time 
the contract was signed, as stated in Clause 4; and, according to 
Clause 3, estimates were required as an aid in the arrangement 
of the company’s manufacturing program. 

As in the other two contracts. the clauses relative to prices, 
terms, and credit were illusory. 
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The contract was similar to that of the Ritmeyer Electrical 
Equipment Company in regard to protection against liability for 
delays due to causes beyond the company’s control. In addition, 
the Blaine Electric Company, by Clause 8, protected itself against 
consequential damage.’ If, for example, one of the company’s 
motors blew up in such a manner that parts of the motor pierced 
the walls of the building where it was installed, or an attendant 
was killed, the company could maintain that so far as this was 
legally possible, it had contracted away its liability for damages. 
The eighth clause stated also that receipt of the apparatus by the 
contractor dealer upon its delivery constituted a waiver of all 
claims for loss or damage caused by delay. This provision was 
important, since otherwise a contractor dealer might accept a 
shipment and attempt to secure a subsequent adjustment. 

Clause 10 stated that no notice of change in prices of motors 
need be given; it contained no provision that the new prices were 
to become retroactive on motors in stock. The distributor, 
therefore, had to bear the burden of declining prices and his 
salesmen could not quote an absolute price without immediate 
confirmation by the home office. 

This contract, like that of the Condor Manufacturing Com- 
pany, specified that the title was to remain with the manufacturer 
until full payment had been made in cash. The Blaine Electric 
Company, in addition, protected itself against loss from causes 
beyond its control, through the requirement that the contractor 
dealer purchase insurance against fire and flood. 

Clause 12 excluded all implied warranties, eliminated conse- 
quential damages for defects, and excluded the possibility of the 
return of motors for breach of warranty. These provisions were 
in direct contrast to the Ritmeyer Electrical Equipment Com- 
pany’s contract, which gave express warranties, but limited the 
implied warranties, and also to the contract of the Condor Manu- 
facturing Company, which did not refer to this point and, there- 
fore, was liable for implied warranties under Sections 14 and 15 
of the Sales Act. If a motor of the Blaine Electric Company 
broke down in service, the company had the right to rectify by 
repair or replacement any defects which had developed under 
normal and proper use, and was not liable for a breach of warranty. 





5 See leading case, Hadley v. Baxendale, 9 Exch. 341. 
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Clause 13 outlined the quantity discount plan in detail. 
Clause 14 provided that the contract should be self renewing from 
year to year except when 60 days’ written notice of intended 
cancellation was given prior to the expiration of any one of the 
12-month periods. 

The contract of the Blaine Electric Company was similar to 
that of the Ritmeyer Electrical Equipment Company in that 
verbal amplification of the terms was forbidden, but the former, in 
addition, abrogated all verbal and written understandings that 
had preceded the signing of the contract. The legal value of the 
latter provision might be questioned, since it apparently took 
away from the purchaser his right to complain of fraud. If, for 
example, a salesman of the Blaine Electric Company made untrue 
statements in regard to the technical features of the motors, 
according to the terms of the contract the contractor dealer would 
be unable to complain of fraud when he discovered that the 
technical features were not as represented. 


ComMENTARY: The so-called agency agreements described here 
are, of course, agreements for the purpose of transferring the title to 
independent dealers, and not agreements for the creation of agents in 
the technical legal sense.© The law distinguishes rather sharply 
between the independent dealer and the agent. Where the former is 
used, the control of the wholesaler or manufacturer is limited—and 
so are his risks and responsibilities. There is a strong tendency in 
business to seek to control the activities of the distributor, even at the 
expense of assumption of risk and responsibilities. In extreme cases, 
this tendency leads to the creation of true agency. In such cases as 
those before us, however, it leads only to the elaboration of the sales 
contract. The distributor is expected to give the customers adequate 
service, to carry sufficient supplies, to safeguard the goodwill and other 
interests of the wholesaler or manufacturer, and to adhere to the latter’s 
general policies. Such phases of control as price maintenance, the 
exclusion of competitive goods, and full-line forcing are in the present 
state of the law considered dangerous, or at least of questionable 
validity. Accordingly, they are left to general understandings between 
the parties. 

The contracts in this case concentrated on certain other features 
of control. They devoted a good deal of attention to the defining of 
the risks and the responsibilities of the wholesaler or manufacturer, 


8 Cf. Nathan Isaacs, ‘On Agents and ‘Agencies,’ ” Harvard Business Review, Vol. 
III, No. 3, p. 265. 
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such as the limitation of the warranties to the distributor, the sharing 
of the risk of nonsale, and the like. The several contracts examined 
differ principally in the degree of approximation to true agency which 
all of them simulate but which they nevertheless avoid. Some of the 
clauses get so near to the conception of agency that it is not at all 
impossible that a court would hold that the distributor had the power 
to bind the wholesaler in a contract with a customer. This suggestion 
is particularly applicable to the warranties of the case. It is also 
relevant to the wording of the conditional sales agreement between 
the manufacturer and the distributor, for this must make provision 
whereby the distributor from whom title has been withheld can, 
nevertheless, pass a good title to his customer. As an alternative 
proposition to such contracts as those compared here, the executive 
must consider the true consignment agreement, in which the con- 
signee-distributor is in all respects the agent of the wholesaler or 
manufacturer. 


May, 1927 N.I 


BoitstaD Company! 


RETAILER—AUTOMOBILES 


TERMS OF SALE—IJnstallment Sales of Automobiles. Prior to 1923 a com- 
pany holding the agency for a medium-price automobile had not sold 
automobiles on an installment basis, since the president of the company 
believed that sales should not be made to persons whose financial 
position necessitated this method of purchase. In 1923, however, 
because of keen competition, the company decided to sell automobiles on 
the installment plan. 


INSTALLMENT SALES—Selection of Type of Security for. When a company 
holding the agency for a medium-price automobile decided to sell the 
automobiles on the installment plan, the question arose as to the type 
of security to be used. The company’s attorney reported that either a 
chattel mortgage or a conditional sale contract, similar to a lease, might 
be used. Whichever method was adopted, the company intended to 
investigate carefully the financial responsibility of each purchaser. 

(1923) 


The Bolstad Company, located in a Massachusetts city, held 
the agency for a medium-price automobile of good reputation. 
Prior to 1923 the company had not sold automobiles on an install- 
ment basis. In installment sales 25% to 30% of the value of 
the car was paid at the time of purchase and the balance in 12 
monthly payments. The president of the company was of the 
opinion that an automobile should not be sold to anyone whose 
financial position required that it be purchased by monthly pay- 
ments. In 1923, however, competition made installment sales 
seem necessary. It was estimated that in 1922 $7,000,000,000 
worth of automobiles were sold in the United States, and that of 
the total number sold, 70% were purchased on the installment 
plan. After the Bolstad Company had decided to sell automobiles 
on an installment basis, the problem arose as to what type of 
security should be used. 

In discussing the problem with the company attorney, the 
president learned that either a chattel mortgage or a conditional 
sale contract, similar to a lease, might be used. When an auto- 
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mobile was sold by means of a chattel mortgage, the vendee, who 
possessed title to the car, transferred the title or a lien by way of 
security to the original vendor. In case of default, the holder of 
a note and mortgage was entitled to one of two remedies: to fore- 
close the mortgage, or to sue for the debt. The doctrine of elec- 
tion of remedies, frequently invoked in cases of conditional sales, 
had not been applied to cases of chattel mortgages. If the com- 
pany should decide to sue for the debt and discover that the 
amount due could not be recovered, it was not precluded from 
suing for the car.? 

Under a chattel mortgage, the purchaser could not encumber 
the car with contractual liens that prevailed against the Bolstad 
Company. In order toobtain themaximum security from achattel 
mortgage, however, it was necessary to record the instrument. 
Tf the mortgage was not recorded, a person who purchased, 
for value, a car mortgaged to the Bolstad Company, without 
notice of the mortgage, prevailed against the company. Even 
if the purchaser had had notice, the success of the Bolstad Com- 
pany in a suit would be uncertain. The outcome of such a suit 
depended upon the interpretation of the recording act in question. 
It was probable that in Massachusetts, however, the recording of 
the instrument would be constructive notice to any third party 
who might purchase the car. If a mortgagor were forced into 
bankruptcy, failure to record the mortgage would make the lien 
of the Bolstad Company ineffective as against the trustee of the 
bankrupt. ‘The expense of recording a mortgage in Massachu- 
setts was $2. It was possible that some purchasers might object 
to signing a mortgage. 

In the case of a conditional sale, the purchaser was given 
immediate possession, but title to the car remained in the Bolstad 
Company until the final payment. The buyer, however, if he 
was not in default, might assign or mortgage his interest in the 
car, in the absence of a contract provision to the contrary. Unless 
such a provision was embodied in the contract, the property 
might come into the possession of a person less trustworthy than 
the original purchaser. Under such a provision, if a partially paid 
for car should be sold to a purchaser for value, without notice 
~~ 21t had been held in some cases, however, that a mortgagee might waive his 
claim by attaching the property in a suit to recover the debt; such attachment, in 


itself, was considered a waiver of the claim under the mortgage. See Evans v. 
Warren, 122 Mass. 303 (1877). 
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of the Bolstad Company’s interest, the Bolstad Company could 
reclaim the car by the proper legal procedure. In case of default, 
if the car were in possession of the original purchaser, the Bolstad 
Company could sue either for the debt or for the car. The choice 
between the two had to be made judiciously because the election 
of one method precluded a subsequent resort to the other. 

A conditional sale agreement assured relative safety to the 
seller in cases of bankruptcy. If a purchaser who had defaulted 
became bankrupt, the Bolstad Company could retake the car 
within four months of the filing of the petition and retain it as 
against the trustee of the bankrupt. 

Whichever method was adopted, the company intended to 
investigate carefully the financial responsibility of each purchaser. 

The best of the notes obtained by the Bolstad Company with 
either a chattel mortgage or a conditional sale contract might be 
discounted at the bank or pledged as collateral for the company’s 
own note. In the latter case, the Bolstad Company was respon- 
sible for the collection of the notes pledged. In any event, the 
company was secondarily liable in case of default by the maker 
of the note. 


ComMENTARY: The several types of real security, that is, security 
through a hold given to a creditor on a thing, that have been applied 
in installment sales may be roughly classified as possessory holds and 
titular holds. The former interfere necessarily with the use of the 
thing by the purchaser. 

Naturally, in the case of an automobile, where the buyer wishes to 
drive while he pays, the var’ous types of titular holds have ordinarily 
been resorted to. These include the chattel mortage, the conditional 
sale, the bailment lease, and various modifications of them. In such 
cases, most states have found it desirable to protect the bona fide 
purchaser who buys from the original purchaser against the secret 
lien of the original seller, Accordingly, recording laws or other 
devices for public notice have been devised in most transactions as part 
of the process of perfecting the titular hold in such cases. These 
schemes differ so widely and bear so unevenly on the several devices in 
any one jurisdiction that a study of the provisions of the law of each 
state in connection with the characteristics of the articles sold becomes 
necessary in making a choice of security devices. Some of the con- 
siderations of the laws of one state have been set out in the case 
before us. 





* Firsch v. Wells, 200 Mass. 429 (1909), 86 N.E. 775, 23 L.R.A. (N.S.) 144. 
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The inadequacy of any set of provisions for public notice is well 
illustrated in connection with the commodity here considered—the 
automobile. It is so easily removed from county to county and from 
state to state that the public notice recorded in any one state is likely 
to be unavailable for the guidance of the prospective purchaser. 
Accordingly, several auxiliary laws have developed to make effective 
this system of recording. Such are the requirements as to engine 
numbers and other identification marks that may not be removed 
from automobiles and, in some states, rigid rules in connection with 
the purchase of second-hand automobiles and the multiplication of 
details in the registration of ownership of cars with the state. The 
inadequacy of all these devices to meet the increasingly complicated 
situation, however, has led to a demand for a national registration 
system for automobiles, on the one hand, and to a practical revival 
of the anarchic condition of caveat emptor in automobile transactions, 
on the other. 


April, 1927 Ne 


AUTOMOBILE FINANCE CORPORATION! 


FINANCE COMPANY—AUTOMOBILES 


INSTALLMENT SALES—Selection of Type of Security for. An automobile 
finance corporation, established in Massachusetts to finance the pur- 
chases and installment sales of retail automobile dealers, considered the 
form of security to be selected. A study was made of the comparative 
merits of the trust receipt, the warehouse receipt, the chattel mortgage, 
and the conditional sale contract, each of which was in use by finance 
companies and one of which the company expected to adopt. 

(1922) 

The Automobile Finance Corporation was established in Bos- 
ton, early in 1922, to finance the purchases and installment sales 
of automobile dealers. One of its problems was the selection of 
the type of security to use in the financing of dealers’ purchases. 

There were several steps in the financing of the automotive 
industry. The manufacturer borrowed from a bank on an open 
line of credit for the purchase of raw materials, the payment 
of wages, and other production expenses. When the finished 
product was shipped, the manufacturer drew a sight draft on the 
dealer and discounted it, with bills of lading attached, at the 
manufacturer’s bank. ‘This bank notified its correspondent bank 
in the dealer’s city that it possessed such a draft and forwarded 
the draft with the bills of lading. The correspondent bank then 
informed the dealer that he could secure the bills of lading by 
payment of the draft. In order to meet the sight draft, the dealer 
borrowed from this bank, with the automobile as collateral, or 
arranged with a finance corporation to make payment. 

In 1922, 70% of the automobile sales to consumers were being 
made upon a time basis. The capital of the dealer often was 
insufficient to finance, unaided, the installment sales. The notes 
given by consumers, with liens on the automobiles as security, 
were sold to a bank or finance company. If they were sold to a 
finance company, it discounted them at a bank. The bank in this 
instance had the indorsement of the finance company as additional 
security. 
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Approximately 60% of the automobiles manufactured during 
the year were sold to the ultimate consumer during the three 
months of February, March, and April. In order to be able to 
supply the demand promptly in the spring and to enable the man- 
ufacturer to produce regularly, the dealer was compelled to accumu- 
late a large inventory during the late fall and early winter. 

There were four possible forms of security for financing deal- 
ers’ purchases: the trust receipt, the warehouse receipt, the chattel 
mortgage, and the conditional sales contract. The Automobile 
Finance Corporation learned that each of these methods was 
then in use. It appeared, however, that the choice of method 
made by the finance companies usually had been based upon the 
past experience of their officers in other lines of business, rather 
than upon a study of the value of each method as security for the 
financing of automobile dealers’ purchases. The Automobile 
Finance Corporation decided to investigate the procedure involved 
and the degree of security given by the use of each method. 

If a dealer was unable to finance an automobile shipment from 
his own capital, he went to the automobile finance company with 
which he had established relations and notified it of the value 
of the shipment. The finance company drew a check payable to 
the bank holding the manufacturer’s sight draft and the bills of 
lading, for from 80% to 100% of the face value of the draft; 
the dealer supplied any funds required to pay the balance. Unless 
the dealer was an old customer, the finance company sent its 
own clerk to the bank to pay the draft and to obtain the bills 
of lading for the shipment. 

Up to this point, the finance company, through the bills of lad- 
ing, had possession of and title to the automobiles. One method 
for the dealer to obtain possession was to execute a trust receipt, in 
which he promised to hold the automobiles in trust for the finance 
company, with permission to resell, provided the identical pro- 
ceeds from such sales, to the amount of the trust receipt, were 
given to the finance company. The dealer then paid the 
freight charges and war tax and placed the machines on his 
sales floor. 

This method of financing was an extension of the trust receipt 
as used in foreign trade for domestic transactions. The security 
of the finance company lay in the fact that it had title to the car 
and could obtain possession at any time. If the dealer went into 
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bankruptcy, for instance, the finance company could claim the 
automobiles covered by the trust receipt from the trustee in 
bankruptcy.” If the dealer sold an automobile covered by a trust 
receipt without giving the proceeds to the finance company, how- 
ever, the company could not claim the automobile from the pur- 
chaser. Although the finance company expressly reserved title 
to the automobile, the fact that permission to resell had been 
given and that the machine was on the dealer’s sales floor, appar- 
ently the property of the dealer, negatived this provision. The 
buyer of the car, therefore, was a bona fide purchaser without 
notice and secured a valid title. 

If the finance company could trace the identical proceeds of 
an automobile wrongfully sold, the company legally could claim 
such funds, even if they had been pledged to another creditor. 
The company could claim from the bank account of the dealer 
the sum placed there from the sale of an automobile for which the 
finance company held the trust receipt. If funds were not 
adequate to meet the claims of all holders of trust receipts, the 
proceeds from the sale of whose property were in the bank, the 
tendency of the courts was to grant an equal division of the funds 
available. 

On investigation, the officers of the Automobile Finance Cor- 
poration learned that a securities corporation had discontinued 
financing machines on the sales floors of dealers, because of the 
difficulty of insuring that the dealers did not convert the auto- 
mobiles to their own use and withhold payment. Such action by 
dealers had occurred in spite of the use of ‘“‘checkers,’”’ who had 
visited periodically the customers of the company and had com- 
pared the numbers of the cars actually on the sales floor with the 
numbers of the automobiles for which the finance company held 
trust receipts. Another securities company, however, had had no 
difficulty from this source. It was possible to bond the dealer 
against conversion. Bonding was an absolute protection against 
loss from conversion and involved comparatively little expense. 
Banks did not make loans on automobiles on a dealer’s sales 
floor, because they were of the opinion that if a dealer did not 
have sufficient capital to finance his inventory, he was not a good 
credit risk. 





2 In Re Recheimer (C. C. A. 1915) 221 Fed. 16, 22, 23. 
3 In Re Mulligan (D. C. 1902) 116 Fed. 715, 717. 
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It had been said that in order to obtain the full benefits of a 
trust receipt, it should be used only when the title to the prop- 
erty was given to the holder of the trust receipt by a third party, 
not by the trustee. Otherwise, it possessed no more security than 
an unrecorded chattel mortgage or private agreement.‘ 

When warehouse receipts were used in place of trust receipts, 
the shipment of automobiles was taken to a bonded warehouse 
instead of being placed on the dealer’s floor for sale. Warehouse 
receipts were issued for each machine in the name of the finance 
company. The company did not give the dealer possession until 
he had paid the amount of the note for which the warehouse 
receipt was collateral. In this way, the finance company was 
protected fully against loss through the failure of the dealer to 
fulfill his obligations. The tendency among finance companies 
which used the warehouse receipt had been toward the non-negoti- 
able type. Non-negotiable warehouse receipts obviated the 
necessity of filing a bond for twice the value of the automobiles, 
if the finance company should wish to remove them when the 
warehouse receipt had been lost. A non-negotiable warehouse 
receipt also gave greater security against third parties than did 
the negotiable form. If, for instance, the finance company gave 
a dealer a negotiable warehouse receipt under a trust receipt and 
the dealer sold, pledged, or mortgaged the warehouse receipt, the 
finance company could not repossess the warehouse receipt. 

Under a chattel mortgage arrangement, the finance company 
lent the dealer the funds with which to pay the draft held by the 
bank and took a chattel mortgage as security for the automobile 
placed on the dealer’s sales floor. A mortgage afforded the great- 
est amount of security, but required detailed arrangements. To 
be made effective, a mortgage had to be recorded. This process 
involved not only an expense of $2, but the time necessary for 
recording the mortgage when it was executed and for extinguish- 
ing it when the loan was liquidated. It was possible that even 
a recorded chattel mortgage might not be enforceable against a 
bona fide purchaser because of the permission given by the mort- 
gagee to resell. Some dealers also might object to the use of the 
chattel mortgage, because of the possibility that recording a 
chattel loan might injure their credit. It was the opinion of one 
finance company which used the chattel mortgage as security that 


4 22 Col. L. Rev. 395. 


350 HARVARD BUSINESS REPORTS 


the psychological effect of having a dealer sign such an instrument 
was to lessen the probability that he would convert the automo- 
bile to his own use. 

Under a conditional sales arrangement, the finance company 
secured title to the automobiles as described above and resold the 
machines to the dealer with a conditional sales contract as secu- 
rity. The contract provided that the title to the automobile did 
not pass to the dealer until the wholesale price had been paid. 
Such a provision, however, was not effective against an innocent 
purchaser from the conditional vendee who relied upon the ordi- 
nary course of business between the parties as a basis for implied 
authorization of the conditional vendee to transfer the title of the 
conditional vendor.°® 

The Automobile Finance Corporation had to decide which of 
the four types of security to use in financing automobile dealers’ 
purchases. 


COMMENTARY: The problem presented is the choice of a legal 
device for a business-need not adequately taken care of by any one of 
the traditional devices. The rapid growth of the automobile industry 
and the vast amount of capital required for it have led to a shifting 
of the burden of financing from the manufacturers to dealers and to 
the necessity of financing the dealers, in part at least, by means of 
new plans. Few dealers have been in a position to ask for the neces- 
sary funds from banks on open or purely personal credit, even when 
supplemented by additional personal security, such as the indorsement 
of negotiable paper by officers of the dealer-corporation, and the like. 
The obvious security was the real security furnished by the automo- 
biles themselves. Real security (that is, security dependent on access 
to a thing) is effected either by giving the creditor possession or by 
giving him a title-hold (or at least some peculiar control over the 
handling of the thing). In any event, the ultimate hope of the cred- 
itor must be based on a sale of the goods—in the case of automobiles, 
quite an art in itself, and too burdensome and specialized for a bank 
to undertake. The development of special automobile financing organ- 
izations, either as outlets for banks or as auxi aries to the manufac- 
turing of automobiles, has been quite natural. 

Arrangements for the free possession and handling of the automo- 
bile by the dealer, coupled with a title-hold by the company financing 
the purchase, while affording the least interference with the ordinary 
course of business, involve the greatest amount of legal machinery; 


5 Guaranty Securities Corporation v. Eastern S. S. Co., (1922) 241 Mass. 120, 
134 N. E. 364. 
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and some of it is not pleasant or even safe machinery. Thus chattel 
mortgages and conditional sales are ill-adapted to the needs of dealer- 
borrowers because their use carries with them a publicity feature 
(developed by the law to protect innocent purchasers for value®) and a 
reflection upon one’s credit standing that is shunned by the man in 
business. Furthermore, so far as they are reshaped in order to permit 
the resale of the goods to the public, they defeat their own ends. A 
title-hold that makes the dealer legally the agent of the lender avoids 
some of these difficulties. Thus there has developed the so-called trust 
receipt, which resembles in most instances a consignment arrangement, 
in which the dealer becomes responsible to the creditor for an account- 
ing on each item sold. The plan involves careful balancing in order 
to avoid even partially some awkward results of thus making the 
lender virtually the one who sells the goods to the consumer. Thus 
the lender may find himself a warrantor and the bearer of other 
responsibilities and risks that he had no intention of assuming. These 
disadvantages are less serious in the case of a corporation that special- 
izes in automobile financing than in the case of a more general banking 
institution. In all of these instances of title security, a considerable 
degree of watchfulness is required to protect the creditor from an 
unscrupulous dealer. 

Possessory credit devices (here represented by the warehouse 
receipt) have the great disadvantage of interfering with the normal 
activities of commerce. The dealer must get his releases and move his 
cars from day to day as he needs them. While the machines are stored 
in a warehouse in the name of the creditor, the dealer has little oppor- 
tunity to get access to them for the purpose of putting them into shape 
for delivery, inspection, and the like. On the other hand, the degree 
of safety to the creditor is high and the publicity feature is avoided, 
as possessory credit devices generally do not require recording, regis- 
tering, advertising, or any other type of public notice. 

Perhaps the solution of the problem before us is in a combination 
of the possessory and the titular devices—the former for the bulk of 
the goods and the latter, perhaps in some form of the trust receipt, 
for a reasonable portion of the goods at a time as these are released in 
lots from the warehouses 


October, 1925 NexL? 


6 As to conditional sales, in the absence of a statute requiring recording or filing, 
it is generally held that no such procedure is necessary (35 Cyc. 682). Many states, 
however, now require such a record as a prerequisite for validity against third per- 
sons claiming under the buyer as purchasers or creditors (Jb., note 15; Uniform 
Conditional Sales Act, Section 5, ef seg., adopted in Arizona, Delaware, New Jersey, 
New York, Pennsylvania, South Dakota, West Virginia, Wisconsin, and Alaska). 
The Massachusetts statute requires the recording of chattel mortgages but not of 
conditional sales. 





HinkEt-Krauss Company! 


MANUFACTURER—CUTLERY 


MERCHANDISING—Misrepresentation as to Place of Origin of Product. A 
company manufacturing cutlery purchased a small quantity of razors, 
which, although of domestic manufacture, were stamped with the word 
“Sheffield;” the purchasing company assumed them to have been manu- 
factured in Sheffield, England. The word “Sheffield,” when used in 
connection with cutlery, was generally understood, by both the trade 
and the consuming public, to indicate that the cutlery had been made 
in Sheffield, England, and that it was of high quality. Upon closing out 
this purchase, the company discontinued the sale of such merchandise. 


(r919) 

The Hinkel-Krauss Company was an Ohio corporation located 
at Halloran.! It manufactured and sold shears, manicure sets, 
razors, and other types of cutlery. Prior to May 1, 1919, when the 
company was organized, the Hinkel Company and the Krauss 
Company had been operating as separate companies competing 
in the same line of business. 

When the Hinkel-Krauss Company was organized, it purchased 
from the Krauss Company a small quantity of razors which the 
latter had in stock. Although these razors were of domestic 
manufacture, the word “Sheffield,” without any other marks, 
was stamped on them. The organizers of the Hinkel-Krauss 
Company assumed and believed that these razors had been 
manufactured in Sheffield, England, and that they had been 
imported by the Krauss Company. 

That razors of high quality had been manufactured in Sheffield, 
England, in large quantities for a long period of time, was well 
known to the cutlery trade and to the buying public. The word 
‘Sheffield,’’ when used in connection with cutlery, had come to 
be understood by the trade and the purchasing public in the 
United States as indicating that such cutlery had been made in 
Sheffield, England, and was of good quality. 

These razors were closed out in job lots by the Hinkel-Krauss 
Company within one year after its organization, and thereafter 
no similar sales were made by it.? 





1 Fictitious name. 
2 For commentary, see page 357. 
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HicHcate & Company? 


BROKER—SALT 


SALES ProMoTION—Misrepresentation as to Place of Origin of Product. A 
company engaged in general merchandise brokerage purchased and 
sold at wholesale ground rock salt imported from Germany. Salt 
produced in the United States had come to be preferred, by the trade and 
the consuming public, to salt imported from Germany. Moreover, it 
was generally understood that salt which was not otherwise designated 
had been manufactured in the United States. The company, however, 
did not disclose the fact that its salt had been obtained from Germany, 
and its manner of labeling the product led people to believe that the . 
salt was of domestic manufacture. 


SALES PRomoTION—Misrepresentation as to Quality of Product. A company 
engaged in general merchandise brokerage purchased and sold at whole- 
sale ground rock salt imported from Germany. The company did not 
disclose the place of origin of the salt, but, through its salesmen and 
circulars, described the product in terms which implied that the salt 
had been manufactured in the United States by the evaporation process, 
whereas actually this salt was inferior in quality to salt manufactured in 
the United States by that process. 


H. L. Highgate was an individual engaged in the business 
of general merchandise brokerage, under the corporate name of 
Highgate & Company, in Welland,! Virginia. Highgate & Com- 
pany purchased and sold at wholesale ground rock salt imported 
from Germany. 

Highgate & Company, through its salesmen and circulars, 
represented its ground rock salt as “No. 1 Star Brand Common 
Fine Salt” and sold it at 2 cents per 100 pounds under the market 
price. Other terms used to describe this salt were ‘common 
fine,” “fine,” and ‘“‘highest grade of salt obtainable.” 

The ground salt sold by Highgate & Company was not manu- 
factured or produced by the evaporation process and was inferior 
in quality to salt manufactured by that process in various plants in 
the United States. Highgate & Company did not disclose the 
fact that it was obtaining its salt from Germany. 
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Salt manufactured and produced in the United States had 
for a number of years come to be preferred by the trade and the 
consuming public to salt imported from Germany. Furthermore, 
a substantial part of the trade and of the consuming public had 
come to believe that salt which was not marked or represented as 
having been imported from a foreign country was salt manu- 
factured or produced in the United States. "The manner in which 
Highgate & Company’s products were labeled led people to 
believe that these products were of domestic manufacture. 

A large number of manufacturers who labeled their salt 
“common fine salt,’ ‘common fine,” “fine,” and “‘ No. 1 fine salt”’ 
manufactured and produced their salt in the United States by 
the evaporation process. Others who did not employ such 
methods or who did not manufacture their salt in the United 
States did not use such terms. Furthermore, a number of 
importers of German rock salt disclosed this fact to the purchasing 
public.’ 





2 For commentary, see page 357. 


ROCHESTER CLOTHING COMPANY 


MANUFACTURER—CLOTHING 


SALES PRomoTION—M isrepresentation as to Place of Origin of Product. Since 
1895, the Rochester Clothing Exchange, of Rochester, New York, in 
cooperation with the Chamber of Commerce of that city, had advertised 
and fostered the reputation of Rochester for the manufacture of high- 
grade clothing. As a result, the name “Rochester,” when used in 
connection with clothing for men or boys, was understood generally 
by the trade and by the purchasing public as meaning that the clothing 
had been made in Rochester, New York. A company manufacturing 
men’s and boys’ clothing operated under the name of the Rochester 
Clothing Company, although the main office and place of business was 
located in New York City. By means of tags attached to the clothing 
and bearing the company’s name, the public was deceived into believing 
that the products of this company were made at Rochester, New York. 

(1923) 


Since 1850, and especially since 1865, high-grade clothing for 
men had been manufactured at Rochester, New York, and the 
industry there had had a continuous growth in the number of 
factories and in the amount of capital invested. Besides Roches- 
ter, the principal centers of the manufacture of men’s and boys’ 
clothing in the United States were Chicago, New York City, 
Philadelphia, and Baltimore. Three grades of clothing were 
generally recognized by the trade: high-grade, medium, and cheap 
or low-grade clothing. Compared with the output of men’s 
clothing in the places named, that of Rochester had, in 1923 and 
for many preceding years, the largest proportion of high-grade 
clothes manufacturers; the development of the men’s clothing 
industry there had been marked by the early and progressive 
adoption of improved methods and conditions of manufacture. 
A superior type of labor and favorable labor conditions had 
enabled the manufacturers to apply skilled labor more profitably 
to the higher than to the lower grade of product, increasing that 
class of goods proportionately. 

By 1892 the manufacture of men’s clothing had become fore- 
most among the industries of Rochester. In 1895 the Rochester 
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Clothing Exchange was organized there; the membership was 
made up of the clothing manufacturers of that city, and the 
purpose of the exchange was primarily to prevent labor troubles and 
generally to promote the interests and improve the conditions of 
the industry. One of the activities of the Rochester Clothing 
Exchange was to protect the reputation of the city as a clothing 
market against the use of the city’s name, to its prejudice, by 
manufacturers elsewhere. The Rochester Clothing Exchange 
cooperated with the Chamber of Commerce of Rochester in 
advertising and fostering the reputation of Rochester for the 
manufacture of high-grade clothing for men and boys. 

Among the activities of the Chamber of Commerce of 
Rochester was the adoption and dissemination of the slogan 
““Rochester-made Means Quality,” which it applied to the clothing 
industry as well as to others. Furthermore, in the advertising 
conducted by the manufacturers of Rochester they made con- 
spicuous the identity of their products with the city of Rochester. 
This activity had the result of establishing throughout the United 
States, for men’s clothing made in Rochester, the reputation of a 
superior quality and value in style, workmanship, and reliability. 
The name ‘‘Rochester”’ when used on labels or tags attached to 
clothing for men and boys was understood generally by the trade 
and by the purchasing public as indicating that such clothing 
was made in Rochester, New York. 

In 1923, Henry Mollowitz! was manufacturing and selling 
men’s and boys’ clothing, with his main office and place of business 
located in New York City. He operated, however, under the firm 
name of the Rochester Clothing Company. Attached to clothing 
made by him were tags or labels containing the words “Trade- 
mark, Rochester Clothing Company—for particular men.” By 
this means the public was deceived into believing that the prod- 
ucts of the Rochester Clothing Company were made at Rochester, 
New York. 





1 Fictitious name. 


HINKEL—Krauss Company? 
HIGHGATE & Company? 
ROCHESTER CLOTHING COMPANY! 


COMMENTARY: These three cases illustrate various forms of the 
practice of false or misleading assertions regarding the place of origin 
of a product. In such cases the chief injury is frequently to the com- 
petitor. The purchaser-consumer, of course, buys goods which are 
likely to be inferior in quality to the products of the city or country 
under whose name the goods are parading. But this inferiority of 
quality may be offset by a lower price. Hence the competitors of the 
Hinkel-Krauss Company and of Highgate & Company would be forced 
to lower their prices or sacrifice the quality of their goods in order 
to meet the competition. And the quality of the goods had been an 
important factor in building up their reputation and therefore their 
volume of sales. 

An interesting problem is presented by contrasting the Hinkel- 
Krauss and Highgate cases as regards motive. In the former case, the 
firm had found itself possessed of the cutlery by virtue of its purchase 
of another business; the Hinkel-Krauss Company did not know that 
the cutlery was falsely marked, and, after disposing of the lot, which 
consisted of only a very limited supply, the company did not repeat 
the practice. In the Highgate case, however, the deception was 
continuous and was knowingly practiced. From either a moral or 
legal point of view, the difference in motive would constitute a radical 
distinction in the cases and would call for a difference in regard to any 
punishments inflicted on the parties concerned. 

As a matter of business practice or business ethics, however, such a 
distinction is not a paramount question. The problem of business 
ethics is to discover practices which injure the competitor as well as 
those which injure the purchaser-consumer, and the chief purpose of 
business ethics is to stop such practices without necessarily imposing 
any punishment on the offending parties. An examination of the 
incidence of injuries inflicted by ignorant as well as by dishonest prac- 
tices soon discloses the fact that there is very little difference in the 
degree of harm done. A “dumb” competitor is frequently as danger- 
ous as a “crooked”’ one; hence the motive matters little to the student 
of business ethics. The Federal Trade Commission can, in either 
case, issue a “‘cease and desist” order. But in case redress for damage 





2 See page 352. 
3 See page 353. 
4 See page 355. 
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is desired, the civil courts must be resorted to by the injured party, 
and in a criminal action or in an attempt to apply moral condemnation, 
the motive factor assumes importance. Business ethics stresses the 
objective situation rather than the motive, and is interested chiefly in 
eliminating the injury by stopping the practice. 

Another point brought out by these three cases is that the incidence 
of the injury is frequently quite widespread. There are, first, the 
interests of competing manufacturers in this country who label their 
goods honestly and who therefore are compelled to meet the sales 
appeal of a false statement, representing the goods as originating in a 
city which has built up a reputation for quality, by a price reduction 
which will effect competitive equality. And, secondly, there are the 
interests of two groups of sales competitors among the distributors 
of a product; in the case of the Hinkel-Krauss Company, for instance, 
these groups were: those who sold Sheffield ware honestly, and who 
could not compete, either in prices or in profits, with those who falsely 
asserted their cutlery to be of Sheffield origin; and those who did not 
deal in Sheffield ware and honestly stated that fact, and who therefore 
had to compete with the sales appeal of the Sheffield mark. In the 
Rochester Clothing Company case, furthermore, the manufacturing 
interests extended to the entire group of clothing manufacturers located 
in Rochester, and even to the whole Rochester manufacturing district, 
the reputation of which had been built up by years of activity and by 
extensive and expensive advertising campaigns. 

Morality condemns the above practices primarily because of the 
offender’s false position, and secondarily because of the immediate 
prospect of harm to the purchaser when misrepresentation of the origin 
of goods conceals a possible inferiority of the product. The law 
condemns these practices largely because of the incidence of damage to 
the purchaser; but the law, except in its administrative activities 
under the direction of government commissions, relies upon the pur- 
chaser to correct the evil by taking the initiative in prosecuting the 
suit ina court. The fact that a part of the injury extends to the trade 
is subordinated to other interests by morality and is practically disre- 
garded by the law. Furthermore, the law would regard competitors’ 
ignorance of the injury they were receiving as a basic reason for not 
offering social assistance to them to relieve them of their difficulties. 
Business ethics is more like administrative than civil law, in that it 
seizes upon this fact, that injury results to the trade as well as to the 
purchasing public, as the prime reason for insisting that the more 
alert members of a trade should eliminate practices, among themselves 
and in the trade as a whole, which are detrimental to fair competition 
and to trade health. 


June, 1929 Coley: 


DRAFTER TEXTBOOK CompPpANny?! 


PUBLISHER—BOOKS 


SALES PRoMOTION—Misrepresentation as to Endorsement of Product. Innews- 
paper advertising and in a circular issued by a company which published 
textbooks in bookkeeping, shorthand, and kindred subjects, the com- 
pany included statements and statistics, some of which falsely purported 
to be government reports or the reports of official organizations, proving 
the superiority of a certain system of shorthand over other systems. 
False claims also were made as to the use of this system by government 
employees and in schools conducted by the government, and a book- 
keeping course issued by this company was represented as having 
been drafted by the government. 

(1919) 


Henry Drafter, under the name of the Drafter Textbook 
Company, located in Nashville, Tennessee, was engaged in the 
business of publishing and selling textbooks, charts, lesson sheets, 
etc., whereby bookkeeping, shorthand, typewriting, business 
English, business arithmetic, and other studies were taught in 
business colleges and in home-study courses to students in various 
parts of the United States. 

In 1919, during the course of his business activities, Mr. 
Drafter published and distributed printed circulars entitled 
“Government Reports on Pitmanic and Gregg Shorthand 
Writers.”” These circulars contained statements and statistics, 
some of which purported to be reports of official organizations 
or bodies, proving the superiority of the Pitman system of short- 
hand over other systems. 

One of the reports declared to be a government report was 
that of a private organization composed of individual high school 
teachers; it was not a public organization or a government agency. 
Some of the statistics quoted in these circulars printed in 1919 
were from the official report of the United States Commissioner of 
Education of 1913. A statement in regard to the percentage of 
official court reporters of the United States Government using the 
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Pitman system of shorthand was not contained in any United 
States Government report. Another statement, to the effect that 
on certain blanks issued by the government for teachers of short- 
hand in schools conducted by the government, the following 
sentence appeared, ‘‘No one need apply unless he or she teaches 
the Pitmanic system,” was false, as no such preference had ever 
been given government sanction. Under the caption “Still another 
government report” was published a report of the National 
Shorthand Reporters’ Association, a private organization. 

Similar intimations were contained in newspaper advertising 
of the Drafter Textbook Company with reference to alleged 
“decisions of the Supreme Court.’”’ References also were made in 
the advertising to the ‘‘civil service bookkeeping set drafted by 
the government,” consisting of entries and problems taken from 
specimen entries issued by the United States Civil Service Com- 
mission and supplemented by comments and instructions pre- 
pared by Mr. Drafter himself. Claims that 85% of government 
employees used the training course system sponsored by Mr. 
Drafter were false. A statement was made that 85% of the 
government official court stenographers who received salaries of 
$5,000 or more per year used the Pitman system, whereas no 
official stenographer for any United States court at that time 
received a salary of $5,000 or more per year.’ 


2 For commentary, see page 362. 


BELLERON SOAP Company! 


MANUFACTURER—SOAP 


SALES PRoMOTION—M isrepresentation as to Endorsement of Product. A soap 
manufacturing company sold one brand of its product as an antiseptic 
soap endorsed by physicians, whereas the soap was an ordinary unmedi- 
cated soap, without any particular antiseptic qualities, and had not 
been endorsed by physicians. Other brands of soap made by the com- 
pany contained upon the carton printed statements that the soap had 
been “manufactured for” a medical association, although no such 
association had had any connection with its manufacture. 


The Belleron Soap Company was an Indiana corporation, 
located at Indianapolis, which manufactured and sold soap. The 
company had been organized in 1895 by William Belleron and his 
brother, but since 1903 neither had had anything to do with the 
control or management of the company. Aside from the fact that 
an uncle of the Belleron brothers was a doctor, no Doctor Belleron 
had ever been connected with the corporation. 

In conducting its business the Belleron Soap Company adver- 
tised in theatrical magazines and other publications, soliciting 
orders from street venders, peddlers, and other dealers. Exclusive 
sales agents were appointed for various territories in the United 
States. Representations of the Belleron Soap Company were to 
the effect that some of its soaps were medicated and possessed 
curative and healing properties, that they were made by a formula 
prepared by a physician and were prescribed by medical authori- 
ties, and that they were endorsed by “a national association of 
physicians.” 

One brand of this soap was sold under the trade name of 
“Dr. Belleron’s Antiseptic Soap.” On the container of the soap 
was the statement “endorsed by eminent physicians throughout 
the land.” This soap was an ordinary unmedicated soap no more 
antiseptic than any other soap of similar quality. It was not a 
high-grade toilet soap, nor was it “endorsed by eminent physicians 
throughout the land;” neither did it contain medicaments pre- 
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scribed by medical authorities. Other brands of soap made by 
the Belleron Soap Company contained upon the carton the 
printed statements “‘manufactured only by United States Medical 
Association,” and “manufactured for National Medical Associa- 
tion,” although no such association had anything to do with the 
manufacture of these soaps. The national body of physicians 
and surgeons of the United States is known as the American 
Medical Association. 


DRAFTER TEXTBOOK ComMPANY! 
BELLERON SOAP CoMPANY? 


CoMMENTARY: The two preceding cases illustrate attempts which 
are sometimes made by businesses to achieve an enhanced sale value of 
their commodities by asserting an affiliation with, or endorsement 
by, an independent and reputable institution. In the Drafter Text- 
book Company case, the name of the United States Government was 
so used; similar cases have arisen in regard to the sale of “Army and 
Navy” goods, and in connection with the sale of such commodities as 
lumber, spark plugs, adding machines, salt blocks, motor fuel, and 
especially paints and varnishes. In the case of the Belleron Soap 
Company, the medical profession was similarly used; similar cases 
have occurred in connection with the sale of “electric” belts and 
disinfecting fluids). The American Medical Association is quite alert 
in handling cases of this sort, in which the consumer is, of course, 
affected directly by virtue of the fact that inferior goods can be sold 
on the reputation of a dependable institution. 

The question arises: Who is responsible for stopping the practice? 
The United States Government and the American Medical Association 
are sufficiently jealous of their reputations to prosecute cases which are 
called to their attention. The purchaser-consumer should, one would 
think, have enough interest in the matter to report suspicious cases 
to such institutions. But,asa matter of fact, this method of controlling 
the situation cannot be relied on. Again, as in the cases illustrating 
misrepresentations as to the origin of products, the chief business injury 
is to the competitor who does not employ such tactics. Until com- 
paratively recently the members of a trade have not realized that a 
considerable amount of the responsibility for initiating action against 
such practices rests with the trade itself. Publicity has become a 
powerful method of stopping unfair practices, and campaigns for 
educating the consuming public are available. Concerted action on 


' See page 350. 
* See page 361. 
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the part of a trade in calling the attention of government agencies, 
conspicuously the Federal Trade Commission, to unfair practices, 
is a further method of handling the situation. But the initiative rests 
largely with those competitors who are interested in seeing fair trade 
practices prevalent in the trade. 


July, 1929 Gra leel ys 


Mazur WHOLESALE GROCERY Company! 


MANUFACTURER AND WHOLESALER—GROCERIES 


Cot.tections—Legal Action to Enforce Payment. A wholesale grocery com- 
pany found that it was futile to attempt to collect a comparatively small 
account from a dishonest customer by legal action. The company had 
contemplated obtaining an order of replevin but had decided to attach 
the customer’s bank account and bring suit. Before the suit had been 
completed, other creditors had petitioned the customer into bankruptcy. 
Almost no tangible assets had been discovered, and the company expected 
to obtain nothing on its claim. 


Crepit—Refusal to Extend to Dishonest Customer. Upon discovering that 
one of the managers of a hotel to which it just had shipped an order for 
payment within 30 days had been through bankruptcy twice and hada 
court record for forging checks, a wholesale grocery company notified 
the manager that it would sell the hotel no more groceries except for 
cash. The company had no interest in maintaining the goodwill of the 
customer and ignored subsequent credit orders from him. 

(1924) 


In the spring of 1924, the Mazur Wholesale Grocery Company 
purchased the Pappas Company,’ another wholesale grocery 
company. The Mazur Wholesale Grocery Company liquidated 
the latter company but planned to sell groceries to as many of its 
customers as possible. In accordance with this plan, on June 10, 
1924, at the opening of the summer resort season, a salesman of 
the Mazur Wholesale Grocery Company called upon the Kehoe 
Hotel,’ which operated in a summer resort and which had been 
a customer of the Pappas Company for several years. The hotel 
placed an order for $288.34 worth of groceries with the salesman, 
for payment in 30 days. The credit department of the Mazur 
Wholesale Grocery Company investigated the record of the Kehoe 
Hotel and reported that the hotel always had paid its bills to the 
Pappas Company promptly. The Mazur Wholesale Grocery 
Company shipped the groceries to the hotel without further 
investigation at that time. 
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Inasmuch as the managements of summer resort hotels changed 
frequently, the Mazur Wholesale Grocery Company investigated 
the Kehoe Hotel further after the goods had been shipped. The 
salesman was instructed to obtain as much information as he 
could concerning the credit standing of the Kehoe Hotel. The 
credit manager obtained a mercantile report on the hotel from 
Bradstreet’s Commercial Agency, which stated that the hotel 
building and equipment had been sold at the close of the previous 
resort season and that the new owner had leased the property 
for the 1924 season to three men who had formed a partnership 
for the purpose of operating the hotel. The salesman of the 
Mazur Wholesale Grocery Company found that the partner who 
was most active in the management of the hotel had been through 
bankruptcy twice and had a court record for forging checks. 
The salesman was unable to discover any information about the 
business records of the other two partners. 

The credit manager learned that the hotel had bought pro- 
visions on credit from several other companies. He suspected 
that the three partners planned to purchase on credit, obtain as 
large receipts as possible from the summer trade, and go out of 
business without paying the debts incurred. ‘The Mazur Whole- 
sale Grocery Company decided not to sell the hotel any more 
provisions except for cash, unless its reliability was demonstrated, 
and notified the hotel of this decision. 

The Mazur Wholesale Grocery Company manufactured gro- 
cery specialties and distributed them throughout the western half 
of the United States. The company’s chief products were coffee, 
cocoa, canned goods, and prepared specialties, such as peanut 
butter, fruit preserves, and meat dressings. Most of the pro- 
visions which it sold were prepared in its own factories, but when 
the output was not sufficient to meet the demand, the company 
purchased groceries from other manufacturers. The company 
sold the merchandise which it purchased, as well as that which 
it manufactured, under the Mazur brand. 

The Mazur Wholesale Grocery Company had been established 
for approximately 50 years and was one of the largest grocery 
distributors in the United States. The company maintained 
branches in four of the leading distribution centers of the West. 
Each branch was controlled by a branch manager and had its 
group of salesmen. Complete stocks were carried at the branches, 
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in order to insure prompt delivery service. The company 
employed approximately 400 salesmen and paid them commissions 
on net sales. The company sold to retailers, hotels, and institu- 
tions, but not to chain stores. The terms of sale were 2% 10 
days, net 30 days. 

After the Mazur Wholesale Grocery Company notified the 
hotel that no further shipments on credit would be made, the hotel 
telephoned in rush credit orders to an aggregate amount of several 
thousand dollars. The company ignored these orders. 

At the end of the 30-day credit period allowed on the first 
order, the credit manager of the Mazur Wholesale Grocery Com- 
pany telephoned the treasurer of the hotel and asked him to pay 
the $288.34 which was due. The treasurer promised either to 
do so within a day or two or to call upon the credit manager. 
As the treasurer did not keep this promise, the company sent its 
salesman to the hotel to collect whatever he could on the account. 
With great difficulty, the salesman obtained $48 of the amount 
due. The credit manager believed that the hotel made this pay- 
ment in order to forestall action on the part of the company so 
that the partners would have time to escape with the summer’s 
receipts. The week following the salesman’s call, the company 
sent a letter to the hotel notifying it that unless $120, one-half 
the amount due, was paid within a week and the balance of the 
account within two weeks, the company would take legal action 
to collect. The hotel did not reply to this letter, and the credit 
manager prepared to take steps to enforce payment. 

The question of the customer’s goodwill did not enter into the 
problem, because the Mazur Wholesale Grocery Company was 
convinced that the men who were operating the Kehoe Hotel were 
dishonest and undesirable as customers. 

Although the hotel had not paid for the groceries, it was the 
legal owner of them, since the title had passed to the hotel at 
the time of sale. Consequently, the Mazur Wholesale Grocery 
Company could not obtain an order of replevin, which would give 
the company the right to retake the groceries subject to a possible 
adverse decision in an action for their possession, without first 
proving fraud and rescinding the sale in order to recall the title. 
As the groceries were mostly canned goods, the company, if it 
recovered them, would be able to resell them without realizing 
any loss; the purchaser could be required ‘to pay all handling and 
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transportation expense necessary to the return. The company, 
however, might find it difficult to rescind the sale and to obtain 
the order of replevin. It would be necessary for the company to 
go to court, show the original order, bill of sale, and statement 
of the account, and prove that the provisions in the possession 
of the hotel were those sold by the Mazur Wholesale Grocery 
Company, and that the Kehoe Hotel had been guilty of fraud. - 
The identity of the groceries could be proved by a comparison 
of samples of the groceries held by the hotel with the stocks 
of the Mazur Wholesale Grocery Company, or by evidence that 
the groceries bore the Mazur brand, but it was impossible to 
anticipate whether or not fraud could be shown. Since the gro- 
ceries ordered had been canned goods for current consumption 
and since telephone orders had been sent in for further supplies, 
it was probable that a large part of the provisions had been used. 
If an order of replevin were obtained by the company, it still 
would have to sue the hotel for the difference between the value 
of the supplies on hand and the amount of the order. The credit 
manager decided that it was impracticable to try to rescind the 
sale. 

Another possibility was for the Mazur Wholesale Grocery 
Company to petition the Kehoe Hotel into bankruptcy. The 
company might be able to collect more through such action than 
by an order of replevin. The hotel had obtained at least $500 
worth of groceries from each of two other companies, and some 
of these groceries probably were still on hand. Moreover, since 
partners had unlimited liability, all the assets of the partners 
would be subject to the claims of their creditors. The company 
did not know what the value of the partners’ assets was. The 
lease on the building and equipment would be of no value in 
settling the claims. The law required that one of the five acts 
of bankruptcy? be committed before a firm could be declared 





2“ Acts of bankruptcy by a person shall consist of his having (1) conveyed, trans- 
ferred, concealed, or removed, or permitted to be concealed or removed, any part 
of his property with intent to hinder, delay, or to defraud his creditors; (2) or 
transferred, while insolvent, any portion of his property to one or more of his cred- 
itors with intent to prefer such creditors over his other creditors; or (3) suffered 
or permitted, while insolvent, any creditor to obtain a preference through legal 
proceedings, and not having at least five days before a sale or final disposition of 
any property affected by such preference vacated or discharged such preference; or 
(4) made a general assignment for the benefit of his creditors, or, being insolvent, 
applied for a receiver or trustee for his property or because of insolvency a receiver 


368 HARVARD BUSINESS REPORTS 


bankrupt and also that the petition for bankruptcy be made by 
not less than three creditors with aggregate claims of at least 
$500. The credit manager believed that bankruptcy proceedings 
would be too slow for his purposes and that before three creditors 
could agree and the right to petition be obtained, the partners 
would be gone with the summer’s receipts. 

Another option was for the company to attach the Kehoe 
Hotel’s bank account and to sue for the purchase price of the gro- 
ceries immediately. The height of the resort season in the locality 
in which the Kehoe Hotel operated came in the month of August, 
and the credit manager believed that the hotel would have suffi- 
cient funds in its bank to pay the account. Unless the company 
attached the hotel’s bank account before giving notice of its 
intention to sue, the hotel would withdraw the funds from the 
bank. Before it could obtain an order of disclosure and attach 
the account, the company would have to prove fraud, transfer 
of property, nonresidence, or other grounds of attachment. An 
order of disclosure from the court required a bank to disclose 
whether or not the firm in question had a bank account and, if 
so, the amount of the account. The Mazur Wholesale Grocery 
Company, if it used this means of collection, would obtain pay- 
ment in full, provided that the hotel’s account was sufficient to 
meet the claim, that a judgment of the court was obtained, and 
that the attachment was placed upon the bank account before any 
of the other creditors had resorted to that measure. If it were 
found that the hotel’s bank account was sufficient to pay but a 
small portion of the account, the Mazur Wholesale Grocery Com- 
pany still could sue the hotel for the entire amount due. 

The credit manager decided to try to attach the hotel’s bank 
account and to file a suit for the amount due. The company 
placed the case with a lawyer in the summer resort. Within a 
week, he obtained an order of disclosure and placed an attach- 
ment on the Kehoe Hotel’s bank account. Only a few dollars 
were in the account, however. ‘The lawyer began the suit; but on 
August 23, 1924, a meat wholesaler, a flour mill company, and 
another creditor, with total claims amounting to approximately 
$1,100, petitioned the hotel into bankruptcy. Total debts owed 
or trustee has been put in charge of his property . . . ; or (5) admitted in writing 
his inability to pay his debts and his willingness to be adjudged a bankrupt on 


that ground.” United States Bankruptcy Law of July 1, 1898, as amended, Sec. 3, 
‘Acts of Bankruptcy.” 
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were about $2,500 and as far as had been discovered in Sep- 
tember, 1924, the only tangible assets were about $100 worth of 
provisions. The hotel had been closed. The Mazur Wholesale 
Grocery Company presented its claim for $240.34 along with the 
claims of the other creditors. The credit manager, however, 
expected to obtain nothing on the claim and charged the amount 
to losses from bad debts. 


Commentary: The problem of the dishonest debtor has long taxed 
the ingenuity of lawmakers and more recently has been the especial 
study of credit men. One of the most effective devices for such a situa- 
tion is bankruptcy procedure, which provides ample opportunity for 
examining the debtor and also makes provision for impartial adminis- 
tration, for the setting aside of preferences and fraudulent conveyances, 
and for heavy penalties for fraud or irregularity. On the other hand, 
it is a cumbersome and expensive procedure and one likely to result, as 
in this case, in the recovery of little or nothing from a small estate. It 
is, of course, simpler to proceed, as the creditor in this case did, singly 
in the hope of discovering some estate and attaching it before judgment 
on the ground of fraud. But such action tends, as in the case before 
us, to give the alarm to other creditors and to precipitate bankruptcy 
proceedings. Even if it is temporarily successful, the preference 
obtained by a creditor with knowledge of the insolvency of the debtor can 
be set aside, provided bankruptcy proceedings are commenced within 
four months after the “involuntary” preference. 


May, 1927 N. I. 


LATIMER Company! 


MANUFACTURER—MOTORS 


CottEctions—Creditors’ Acceptance of Composition Settlement. The debtor, 
a motor wholesaler, whose creditors had filed a petition in bankruptcy, 
had an equity of $4,250 in real estate holdings, and stock on hand 
valued at $7,500. He owed $26,500 to banks on notes indorsed by 
his father, and $14,500 to general creditors, to whom he offered a cash 
composition of 20%. The banks agreed to extend their accounts by 
taking notes indorsed by the debtor’s father, and to forego the compo- 
sition settlement. Because the settlement did not seem capable of 
improvement, and because the debtor probably would favor the creditors 
who accepted it, in the event that he became a desirable customer again, 
the law department of a creditor to whom the debtor owed $1,065.30 on 
account, besides a $900 note plus accrued interest, decided to accept the 
composition offer. 

(1922) 


In September, 1922, the Latimer Company, which manufac- 
tured motors, received the following letter from John Case, a 
motor wholesaler of Cincinnati, Ohio, whose indebtedness to the 
Latimer Company consisted of an open account balance of 
$1,065.30 and a nine months’ note for $900, due April 7, 1922, 
plus accrued interest at 6%. The account had been transferred 
from the collection department to the law department on May 31. 


Cincinnati, Ohio, 
September 8, 1922 
Law Department 
Latimer Company 
New York City 
GENTLEMEN: 

Schedules have been filed showing total liabilities of $40,328.72 
and assets amounting to $17,264.20. These assets include 
real estate valued at $7,500. If this real estate and stock are sold 
at a forced sale in bankruptcy proceedings, you understand that 
much less than their schedule value will be realized. 

I have made effective arrangements to offer a cash composition 
to the unsecured creditors of 20% of their claims and expect to 
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offer this composition at meeting of creditors to be held in Cin- 
cinnati on September 13, 1922, at 11 a.m. 

This offer of composition is the best that Iam able to make with 
the limited amount of capital which I am able to raise, and I 
know it will be to the advantage of the creditors to accept the 
same. 

Your prompt action in this matter will be necessary if you 
favor the composition, as it cannot be consummated unless accepted 
by the required number of creditors and approved by the court. 

Very truly yours, 
JoHN CASE 


The first meeting of the creditors had taken place early in 
June. They agreed that if the business were allowed to continue, 
the assets would equal approximately the liabilities and that there 
was a fair chance of a profit, but that if the business were closed 
out at a forced sale, the creditors would lose considerable money. 
A majority of the creditors concluded that the best policy would 
be to continue operations and, at the same time, to create new 
business if possible, as Mr. Case had an established name and 
goodwill among his customers. 

Since bankruptcy proceedings, voluntary or involuntary, would 
destroy goodwill and be detrimental to the business, the creditors 
had planned to secure an assignment from Mr. Case, conveying 
his entire interest in the business, as well as all real and personal 
property, to a manager appointed by a committee of creditors. 
The manager was to have complete charge of the business under 
the direct supervision of the committee. Under this plan, the 
office and working organization would remain intact, but Mr. Case 
would be deprived of authority until the financial condition of the 
business had improved. 

At another meeting of the creditors a few days later, the idea 
of a creditors’ committee was abandoned, because the large inter- 
ests of the Case family in the business seemed to make it expe- 
dient for one of its members to take a leading part in restoring 
the business financially. Mr. A. M. Case was the logical person, 
since in addition to being a large creditor and the brother of 
John Case, he was anxious to protect the interests of his father, 
who had indorsed many of the notes given by John Case. 

It was agreed to continue the business under the management 
of Mr. A. M. Case for a trial period of 90 days with expenses 
reduced to a minimum. All the creditors consented to maintain 


372 HARVARD BUSINESS REPORTS 


the status quo on their accounts during that time. At the end of 
the three months, another creditors’ meeting was to be held, when 
it could be determined whether to continue operations until the 
past-due indebtedness was paid or to discontinue the business. 

Aiter five weeks it became evident that the plan was not oper- 
ating to the advantage of the creditors, and at another meeting 
it was decided that bankruptcy was the only solution. Accord- 
ingly, a formal petition in bankruptcy was presented the follow- 
ing morning. ‘The petition was granted on July 14. 

At this time, apparatus valued at $555.20 was returned to the 
Latimer Company from the wholesaler’s stock, leaving an open 
account balance of $1,065.30 and the note indebtedness of $900 
plus accrued interest. 

One of the creditors outlined the situation in September, 1922, 
as follows: 


The real estate holdings of John Case are now appraised at 
$7,500, against which there is a mortgage of $3,250, an equity of 
$4,250. The stock is valued at $7,500 against their previous esti- 
mate of $14,000. 

The total amount owed to all creditors is approximately $41,000, 
of which amount $26,500 is owed to banks on the indorsement of 
Mr. Case’s father. 

On September 13 a meeting will be held to vote upon a composi- 
tion of 20% to the general creditors, to whom is owed approxi- 
mately $14,500. In the event that the general creditors agree to 
accept this settlement, the banks have agreed to extend their 
accounts by taking notes indorsed by the elder Mr. Case, foregoing 
the composition settlement at 20%. Such a settlement would 
mean that an outlay of approximately $3,000 would have to be 
made in order to satisfy unsecured creditors, which the banks, no 
doubt, would be willing to advance in order to protect their own 
large account. 


The fact that the banks were willing to extend their accounts 
implied that the settlement was not generous. It was difficult to 
determine, however, how the offer could be improved. If the 
composition was accepted and if Mr. Case became again a desir- 
able motor customer, he would be likely to favor the Latimer 
Company. The law department, therefore, decided to accept the 
offer of composition. 


CoMMENTARY: Bankruptcy proceedings constitute a legal device 
inherited from the practice of merchants in medieval Europe and 
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extended and developed by our lawso as to meet certain types of modern 
business problems. In the course of this development, bankruptcy has 
changed from a procedure applicable to traders only into a procedure of 
rather general applicab lity to debtors; from a procedure primarily offi- 
cial into an arrangement primarily for the protection of the honest but 
involved debtor; from a device occasionally applied to clear away the 
accumulated debris of business failures to a constant and continuing 
branch of our law. By reason of the constitutional provision, the 
Federal government has the optional power to control bankruptcies. 
The present policy seems to be to exercise this power continuously and 
thereby give the Federal government a kind of control over business 
that is not interstate or otherwise within the purview of Federal 
jurisdiction. 

Like all other legal devices that come to us from the past, bank- 
ruptcy must be carefully scrutinized, together with alternative devices, 
before determining whether it is the best available device in any given 
business situation. In general, it is desirable where there is any 
suspicion of fraud on the part of the debtor. It is particularly useful 
where a preferential payment—not in itself illegal—has been made, for 
the Bankruptcy Act gives not merely a new procedure but new substan- 
tive rights to the body of creditors in such a case. On the other hand, 
it is an expensive procedure and therefore not likely to prove worth 
while in very small transactions. It is also a comparatively inflexible 
procedure, and therefore is hardly desirable where a reorganization or 
readjustment of some kind is the objective sought rather than that of 
winding up a business. Quite apart from the legal rights of the creditor 
in this case, there appeared no genuine advantage in pressing the claim 
through the bankruptcy court. On the contrary, the hope of further 
dealings with the customer suggested the course pursued here. 


April, 1927 N.I. 


LONGSHORE PUBLISHING COMPANY! 


PUBLISHER— BOOKS 


RETURNS AND ALLOWANCES—Refusal of Manufacturer to Accept Return of 
Unsold Merchandise. In 1922 the first issue of a book produced by a 
publishing company sold so rapidly that the company’s customers placed 
large repeat orders. After the company had delivered part of the addi- 
tional copies printed, the book lost its popularity; both the company and 
the dealers were left with large unsold stocks. Because the company had 
not urged its customers to place repeat orders and thus did not consider 
itself responsible for their excess stocks, it declined to grant their requests 
for return of the books and for credit allowances. 

(1922) 


The Longshore Publishing Company, one of the leading book 
publishers in the United States, divided its organization into trade, 
educational, and subscription departments. The trade depart- 
ment, which published books of popular fiction, biography, travel, 
history, poetry, essays, and children’s books, employed six sales- 
men to call upon dealers. This department made 75% of its 
sales directly to retailers and 25% to wholesalers. The principal 
wholesale customers were three large companies which distrib- 
uted nationally. The salesmen made periodic calls upon the 
dealers and took orders in advance for those new books which 
the department would offer for sale before the salesmen’s next 
visits. The company did not enter into sales contracts with the 
dealers. 

In 1922 the trade department produced a new book written by 
a man unknown as an author but prominent in public affairs in the 
United States. The company agreed to pay this author a royalty 
on each book sold, except on copies sold below cost. In accord- 
ance with preliminary estimates, the department ordered the 
printing of 25,000 copies. The six salesmen of the department 
solicited advance orders by emphasizing the timeliness of the 
subject of the book and the prominence of the author. When 
the first issue was ready for distribution, however, the advance 
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orders totalled only 13,000 copies, because dealers were skeptical 
of the book’s popularity. Within a few days after bookstores 
placed the first issue on sale, the dealers began to place repeat 
orders. The company found it necessary, because of a general 
strike in the vicinity, to contract with other publishing companies 
for the printing of additional copies to meet the demand. The 
later printings totalled 58,000 copies, and 50,000 copies had been 
delivered on repeat orders when the book lost its popularity. 
The company had 20,000 unsold copies and substantial stocks 
were held by numerous dealers, who requested that they be per- 
mitted to return the books for credit. 

The company quoted to its dealers a list price, or retail selling 
price, for each book published. Frequently the list price was 
printed on the protective cover in which the book was wrapped. 
Books were sold to retailers and wholesalers at list prices less 
certain discounts; a larger discount was given to wholesalers. 
At one time, it was a common practice for large retail stores to 
advertise their main lines by selling books at less than cost. Small 
retailers had asked the publishers for protection from such com- 
petition, and, as a result, the publishers had formed an association 
to combat the practice. Each member of the association had 
refused to sell books to any retailer who sold at less than the 
list prices books published by any member. Such an association 
had been held to be unlawful under the Clayton Act, in spite of 
the fact that the books were copyrighted and that publishers 
were free to sell or suppress the books as they saw fit. Through 
the educational efforts of the publishing companies, however, all 
retailers, both large and small, had begun to realize the benefits 
of maintaining the list prices. In 1922, it was the custom among 
book retailers to maintain the list price of a book for at least 
one year after the date of the first issue. 

It was an announced policy of the Longshore Publishing Com- 
pany not to accept the return of books sold to dealers by the trade 
department and not to allow dealers credit for their losses on 
unsold books. When a book sold slowly or was a failure, however, 
dealers who were overstocked might write directly to the company 
to request that it permit the return of the books or grant a credit 
allowance on them. Although the company reserved the right of 
refusing such requests, it usually granted them in order to accom- 
modate the dealers. If the company issued a new edition of any 
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book to replace the old edition and to be sold at a lower price, a 
dealer might return the unsold copies of the old edition or sell 
them below the price that he had paid for them and receive credit 
equal to the difference between the price which he had paid and 
the price which he had received. 

The Longshore Publishing Company had not urged dealers to 
place repeat orders for the new book and had filled only part of all 
orders for initial delivery. It was not responsible, therefore, for 
the excess stocks which the dealers had on hand. The book’s 
sudden popularity had caused both the dealers and the publisher 
to be over-optimistic. The company had sold the book at an 
average price of $1.80. It was estimated that dealers would have 
to sell their remaining stocks at prices as low as $1 a copy, with a 
consequent loss of 80 centsa copy. On this book, however, every 
dealer had made profits against which he could charge the loss 
on the overstocked copies. If the company permitted the 
dealers to return their excess stocks, it would have to sell the 
copies at a substantial loss, as it already had found it necessary to 
accept a price of 20 cents a copy in order to move the supply on 
hand. The manufacturing cost to the company had been 56 
cents a copy, the estimated administrative cost had been approx- 
imately 60 cents a copy, and the royalty on each copy sold above 
cost was about 60 cents. 

No loss of customers was apprehended if the company refused 
to allow the dealers to return the books, because they understood 
and accepted the company’s attitude. The company believed 
also that its publications were necessary to the retailers’ businesses 
and that any severance of relations by an individual dealer would 
react more unfavorably to him than to the company. The 
company’s relations with customers always had been satisfactory. 

The company declined, therefore, either to accept the return 
of or to make any rebate adjustments on the book. Although a 
few dealers protested, both the dealers and the company accepted 
a loss in the disposal of their surplus stock. The books were 
offered for sale at whatever price could be obtained. The com- 
pany disposed of most of its surplus stock at prices ranging from 
20 cents to ro cents. 


CoMMENTARY: The practice of manufacturers in some industries 
of dealing with independent distributors of their goods as if they were 
agents, to the extent of relieving them from the risk of non-sale, 
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assumes in some instances the rigidity of a custom or at least of an 
implied term in the contract of sale existing between manufacturer 
and distributor. Nevertheless, in any given instance it may be 
provable that the taking back of unsold goods is entirely optional with 
the producer. The publishers in this case took this view of their 
legal rights. The question of policy still remains to be determined, 
for, obviously, the purposes of publishers generally in assuming the 
risk of non-sale—namely, to cut down sales resistance, to increase 
goodwill, to protect against their own mistakes the impecunious 
dealer on whom they must rely in the long run for distribution, and to 
discourage price cutting—are sufficiently important to make the 
publishers hesitate a long time before departing from the custom. 
The case before us probably was an extreme one. 


May, 1927 Nol 


BULLEN MANUFACTURING COMPANY! 


MANUFACTURER—LOOSE-LEAF AND BOUND BOOKS 


SALES ProMOTION—Merchandise Display Devices Offered by Manufacturer to 
Retailers. A company manufacturing loose-leaf and bound memoran- 
dum books, recognizing that its product did not lend itself to display in 
ordinary show cases, sought an effective means of retail display. A com- 
petitor offered to retailers a revolving case at $125 for five years under’a 
lease agreement which approached “full-line forcing,” condemned by 
the Federal Trade Commission and by some courts. Some of the 
company executives urged that the company offer retailers a similar 
case on similar terms. The company decided, however, to offer instead 
a flat rack upon which the books could be displayed openly and which, 
complete with samples of books, would cost retailers approximately $40. 

(1922) 


The loose-leaf and bound memorandum books made by the 
Bullen Manufacturing Company were sold by retail stationers 
throughout the United States. This company, in common with 
its competitors, recognized the difficulties which the retailers 
experienced in displaying such products effectively. The mer- 
chandise was bulky and did not lend itself to display in ordinary 
show cases. The tendency, therefore, was for retailers to keep 
their stocks of loose-leaf and bound books in boxes as received from 
the manufacturers. 

This practice increased the difficulty which the retailers’ 
salesmen experienced in selling the merchandise. A member of the 
management of the Bullen Manufacturing Company remarked 
that ‘the average salesmen employed by stationers are paid for 
the ability required to sell pencils and are not capable of selling 
from the shelves blank books and loose-leaf goods intelligently 
So as to meet customers’ needs.” The company, however, had 
no accurate information as to the capabilities of salespersons 


employed by the stores selling its products, or as to the average 
size of those stores. 
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Some of the largest and most recently built stores which 
stocked the company’s merchandise had installed wall drawers 
with electrically lighted niches in front, in which could be dis- 
played a sample of each type and size of book sold by the company. 
The cost of installation made use of this display impracticable in 
the smaller stores and in some of the older stores. The company 
encouraged retailers to display its products in the windows of 
their stores by showing in its monthly house organ photographs 
of attractive window displays actually used by some of its cus- 
tomers. The company’s salesmen did not follow up this work, 
and the company was of the opinion that its suggestions were 
not used by many of its customers. 

In March, 1922, the Kirkson Company,? a competitor of the 
Bullen Manufacturing Company, issued a circular to the trade 
describing a show case which that company was prepared to 
supply to retailers for the display of its loose-leaf memorandum 
books; sales of these books comprised about 10% of the company’s 
total sales of loose-leaf and bound books. A case of this type, 
which was valued at $300 by the Kirkson Company, could be 
leased by a retailer for five years for $125, under the agreement 
which follows. The Kirkson Company verbally promised its 
large’ customers that at the end of the five-year period it would 
give them any cases they had leased. 


KIRKSON COMPANY 


LoosE-LEAF MEMORANDUM Book DispLtay Case AGREEMENT 


This -Agreement, between Kirkson Company, a New York Corpora- 
tion referred to as Lessor and hereinafter referred to as 
Lessee, Witnesseth: That Lessor has leased to Lessee one Kirkson 
Loose-Leaf Memorandum Book Display Case No. in good 
order, for a term of Five (5) years, in consideration of which the 
Lessee agrees to pay Lessor ONE HUNDRED AND TWENTY-FIVE 
DOLLARS ($125) at the execution of this agreement. 


1. Lessee expressly agrees that title of said case is and shall remain 
in the Lessor; that he will display said case conspicuously in his store; 
that he will under no consideration remove Kirkson name plate from 
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said case, and he will use said case only for displaying loose-leaf memo- 
randum books made by Kirkson Company. 


2. The Lessee further agrees that the agents of the Lessor may at 
any reasonable time enter his premises for the purpose of inspecting 
the said case and its manner of use; and providing it is found that it 
has been used for other purposes than that specified above, Lessee 
agrees to return the said case to the Lessor upom demand and to make 
delivery thereto at such place as shall be designated by Lessor; or the 
Lessor may in such case at his option without previous notice or 
demand, either with or without legal process, enter any premises where 
the said case may be and take possession of and remove the same; 
and the Lessee hereby releases any claim or any right of action for 
trespass or damages caused by reason or nature of such removal, and 
disclaims any right or resistance thereto, and Lessee waives any right 
of homestead or exemptions against this obligation. 


3. If the Lessee after such demand shall fail or refuse to deliver 
said case to Lessor as herein provided, it is hereby agreed that damages 
due Lessor for such failure are Three Hundred Dollars ($300), which 
is the agreed value of said case, and that Lessor, at its option, may 
elect to recover possession of or said damages. 


4. It is further agreed that, in the event of any breach by the 
Lessee of any condition hereof, the Lessor may at its option file this 
lease, or a copy thereof, in any court with or without an affidavit 
of default, and enter in said court such action as, in the judgment of 
its attorneys, be best adapted for the recovery of said case without 
security or bond being given, or for Three Hundred Dollars ($300); 
and any attorney is hereby authorized to appear in said action for the 
Lessee and confess judgment against the Lessee in said action; and the 
clerk or prothonotary of said court is hereby to appear in said action 
for the Lessee to enter said action and confession of judgment, and 
thereupon issue such writ in the nature of a writ of possession or in 
the nature of execution as shall enable the Lessor to obtain the said 
case by process of law, or to recover said damages, the Lessee hereby 
releasing and waiving to the Lessor, and to the Sheriff or other officer 
of the law and to all parties concerned in such taking of possession or 
recovery of damages, all errors and rights of appeal and stay of execution. 
If any breach occurs and the Lessor does not forthwith exercise its 
rights as above, such extension or indulgence shall not be considered 
in fact or in law as a waiver of any such rights, whether in respect to 
said breach or any subsequent breach. 


5. The Lessee further agrees that he will not underlease the said 
case or loan the same to any other person or corporation, and that he 
will maintain the said case in good order and condition so that upon 
surrender at the expiration of lease, or in case of failure to comply 
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with the terms of the lease, the same may be in as good condition as 
when received, reasonable wear and tear excepted. 


6. The Lessee further agrees that should the Lessee, or any agent 
or employee, use said case for the purpose of displaying any goods 
other than loose-leaf memorandum books made by Kirkson Company 
then the Lessee shall pay the Lessor the sum of Three Hundred Dollars 
($300), which the parties hereto agree shall represent the loss sustained 
by the Lessor in such case in respect to its goodwill and trade name, 
and said sum shall be paid as fixed and liquidated damages and not as 
a penalty, and upon breach of this covenant by the Lessee, the 
Lessor may file this lease or a copy thereof in any court, with or without 
an affidavit of default, and enter in said court such action as may, 
in the judgment of its attorneys, be best adapted for the recovery 
of said sum, and any attorney is hereby authorized to appear in said 
action for the said Lessee and confess judgment against the Lessee in 
said action and the clerk or prothonotary of said court is hereby 
requested by Lessee to enter said action and confession of judgment 
and thereupon issue such writ in the nature of a writ of execution as 
shall enable the Lessor to recover said damages, the Lessee hereby 
releasing and waiving to the Lessor and to the Sheriff or other officer 
of the law, and to all parties concerned in such recovery of damages, 
all errors and rights of appeal and stay of execution. Tf any breach 
by the Lessee of this Clause 6 occurs and the Lessor does not forthwith 
exercise its rights as above, such extension or indulgence shall not be 
considered in fact or in law as a waiver of any such rights, whether in 
respect of such breach or any subsequent breach. 


7. The Lessee further agrees that this instrument may be recorded, 
registered, or filed in the proper office or offices by the Lessor, and 
if so recorded, registered or filed, the Lessee will reimburse the Lessor 
for the fees paid for such recording, registration or filing. 

Kirkson Company 
Lessor 
Dated: May to, 1922 
By L. M. Jones 


Witnesses: 


Lessee 
By Mer, 


The Kirkson Company’s display case was rectangular, about 
five feet high and two feet wide. The frame was of metal and the 
sides of glass. Inside the case was an octagonal framework 
divided into pigeonholes into which the various sizes and types of 
loose-leaf books fitted; only the backs of the books were visible 
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through the glass sides of the case. One side of the case could 
be opened and the framework holding the books could be rotated, 
so that any book might be reached through the opening. The 
manufacturer’s name was displayed prominently. In the bottom 
of the case were drawers to hold stocks of paper for the books. 
When filled, the case held six loose-leaf memorandum books of 
each type and size manufactured by the Kirkson Company. 
The rental price of the case for the five-year period of the lease, 
plus the cost, at list prices, of filling the case with the merchandise 
it was designed to hold, was approximately $750. 

The purposes of the display case were to encourage retailers 
to stock a full line of the company’s loose-leaf memorandum 
books, to provide the retailers with a convenient place in which 
to keep stocks of the merchandise, and to enable retailers to 
display the merchandise prominently and attractively. 

The Kirkson Company’s offer to supply its customers with 
display cases designed to hold full stocks of its loose-leaf memoran- 
dum books, on condition that the retailers display the cases prom- 
inently and place the products of no other manufacturer in them, 
was akin to what is known as full-line forcing. Joseph E. Davies, 
in his book Trust Laws and Unfair Competition, says of full-line 
forcing: 

‘“‘This consists in a requirement that specified goods be handled 
on pain of refusal to furnish certain other goods or to give certain 
discounts or other favorable terms. It is often called full-line 
forcing, because a manufacturer of a particular brand of goods 
which is specially desired may insist that all his other goods, for 
which there is no special preference, shall be taken in lieu of those 
of rival makers as a condition of obtaining supplies of specially 
desired goods, thus attempting to force the dealer to handle the ‘full 
line’ of the manufacturer. Thus, a former Commissioner of 
Corporations complained that salesmen of the International Har- 
vester Company used to require dealers to order the so-called ‘new 
lines’ (i.e., tillage implements, wagons, manure spreaders, etc.) 
as a condition of retaining the agency of some brand of the com- 
pany’s harvesting machines. 

“Full-line forcing is closely analogous to the requirement of 
exclusive dealing. The latter forbids buying from competitors, 
the former requires that goods which might otherwise be bought 


from competitors be bought from the company which enforces the 
demand.’’$ 


8 Joseph E. Davies, Trust Laws and Unfair Competition, Department of Com- 
merce, 1915, Section 14, page 321. 
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In United States v. American Tobacco Company, et al.,* the 
defendants were enjoined among other things from “refusing to 
sell to any jobber any brand of any tobacco product manufactured 
by it, except upon condition that such jobber shall purchase from 
the vendor some other brand or product also manufactured and 
sold by it; provided, however, that this prohibition shall not be 
construed to apply to what are known as ‘combination orders,’ 
under which some brand or product may be offered to a jobber 
or dealer at a reduced price, on condition that he purchase a 
given quantity of some other brand or product.” 

The Federal Trade Commission decided in 1918 that the 
use of one product to enforce the purchase of other products, to 
the exclusion of goods of competitors, constitutes an unfair method 
of competition in violation of the Federal Trade Law.® 

The Bullen Manufacturing Company did not have, late in 1922, 
extensive information as to the popularity of the Kirkson Com- 
pany’s show case among retailers. The company knew, however, 
that a number of its own customers had leased cases from the 
Kirkson Company, and it was of the opinion that the case generally 
was regarded favorably by retail stores. Retailers received a 
larger margin of profit on loose-leaf books than they did on most 
other stationers’ supplies and, hence, wished to avail themselves 
of means of increasing their sale of those items. 

Some of the executives of the Bullen Manufacturing Company 
recommended that that company devise a display case similar to 
the case of the Kirkson Company and offer it to retailers on terms 
similar to those prescribed by the Kirkson Company. 

The Bullen Manufacturing Company did not, however, intro- 
duce the case as recommended. Instead, the company made use 
of flat racks upon which its goods were displayed openly. These 
racks, complete with a sample demonstration outfit of loose-leaf 
memorandum books, cost retailers approximately $40 each. 

In October, 1925, the Bullen Manufacturing Company still 
was of the opinion that these flat racks were on the whole more 
satisfactory than were the cases of the Kirkson Company. Goods 
displayed on the racks were visible to the customer and readily 
accessible. The racks did not occupy much floor space and did 





4 tor Fed. 371, 429 (C.C., 1911). ae ua 
5 Federal Trade Commission v. Gratz, 1 Federal Trade Commission Decisions, 
249; 1918. 
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not require the purchase of a more extensive line of the books 
than the average stationery store could stock profitably. 

An executive of the Bullen Manufacturing Company made the 
following statement: 


‘““We think it much better to leave this matter of carrying stock 
to the individual retailer to adapt to his own store layout and to 
his own demands. All we furnish him with is simply a demonstra- 
tion outfit for display. The goods are not supposed to be sold, 
although they can be sold. 

“There is a deliberate attempt in the Kirkson Company con- 
tract to limit the goods shown to those manufactured by that 
company.® I do not know whether that company has made any 





6 The American Bar Association Journal, in May, 1923, printed an article on 
exclusive dealing in which were discussed certain decisions of the Supreme Court 
concerning practices similar in some respects to that of the Kirkson Company in 
leasing its show cases to retailers. This article read, in part, as follows: 

“In Federal Trade Commission v. Sinclair Refining Company (October Term, 
1922, Nos. 213, 637, 638 and 639) the Supreme Court held proof against attack by 
the Commission the practices of a number of large producers of gasoline, wherein 
they leased gasoline pumps to retailers at a nominal rental, taking the promise of the 
retailers not to use the pumps in selling competing gasoline. The Commission had 
attacked this practice as a violation of Section 3 of the Clayton Act, which makes it 
unlawful to sell or lease wares, machinery or other commodities for use or resale, or 
fix a price charge therefor on the condition or agreement that the lessee or purchaser 
shall not use or deal in the commodities of a competitor of the lessor or seller, where 
the effect may be substantially to lessen competition, or tend to create a monopoly. 
The decision points out that the contracts in question did not limit the privilege 
of a lessee to deal in the gasoline of a competitor, and hence did not fall within the 
letter of Section 3 of the Clayton Act, but counsel for the Commission contended 
that since the great mass of retailers of gasoline would not encumber themselves with 
more than one gasoline pump, the effect of the contract was to prevent the retailers 
from selling the gasoline of competitors. From this it was contended that the 
action fell within the spirit of Section 3 of the Clayton Act, and reliance was placed 
on Standard Fashion Company v. Magrane-Houston Company, 258 U. S. 346, and 
United Shoe Machinery Corporation v. United States, 258 U. S. 451. The court 
distinguished the Standard Fashion Company case on the ground that it had, in 
passing upon that case, construed the contract as containing a promise not to sell the 
commodity of others, and so violated the express provision of the Clayton Act. 
While practice attacked in the United Shoe Machinery case, under Section 3 of the 
Clayton Act, did not involve a promise by users of the corporation’s machines not to 
use the machines of competitors, but only the stipulation providing for cancellation 
of the lease if competing machinery was used, it is to be noted that Section 3 of the 
Clayton Act prohibits a lease upon condition, as well as upon agreement. It was 
therefore distinguishable on the same ground as was the Standard Fashion case. 


“Tn holding the practice as to gasoline pumps lawful, the Supreme Court did not 
hold immune from attack a practice which violated the spirit though not the letter 
of Section 3 of the Clayton Act because, as the court points out, there were many 
competitors seeking to sell excellent gasoline. Any retailer, if he wanted to sell 
through pumps, could obtain by the small investment necessary to buy a pump the 
gasoline both of the companies being proceeded against and of their competitors. 
He could do the same without any outlay if he cared to sell from barrels.” Herman 
Oliphant, ‘Exclusive Dealing,” American Bar Association Journal, May, 1923, 
page 311. 
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effort to enforce this provision of the contract. Other manu- 
facturers, however, have been unable to enforce similar contracts 
with retailers. I think it very inexpedient for manufacturers to 
attempt to enforce such contracts. There is, of course, a certain 
psychological influence on the mind of the store buyer to order 
goods of the manufacturer supplying the case. The Kirkson 
Company makes it very easy for the retailer to order Kirkson 
goods by placing the Kirkson number of the item opposite the 
pigeonhole to be filled. 

“Manufacturers leasing to retailers display facilities have not 
in every case enforced the prescribed payment for the lease. 
Where the manufacturer has been desirous of securing representa- 
tion for his line in a store, display material and selling helps of this 
sort frequently have been donated. These have not, to my 
knowledge, been actually donated, but there has been a passive 
understanding between the store manager and the manufacturer 
that, although billed for the display materials, it is a bill the store 
isnever topay. The bill, of course, will be outlawed automatically 
in about seven years. Because of the less expensive nature of our 
store equipment, we have never had to adopt this practice and have 
always received full payment.” 


CoMMENTARY: The unwillingness of the law to permit a manufac- 
turer to tie independent dealers to his organization by agreements to 
continue to serve as outlets for his products has taxed the ingenuity 
of manufacturers to find a substitute, either within the law or outside 
it, for such contracts. Within the law, as a substitute for the sales 
contract, they have chanced upon the lease, the use of which was 
upheld in the gasoline pump cases.’ _ In the case before us, the company 
attempted to use the same principle, but in applying it through a 
lease of a display rack rather than in a device more obviously necessary 
in the process of selling, the company had the double disadvantage of 
less likelihood of control of the industry and a less convincing position 
in court. The second of these disadvantages is made more serious 
because the display rack as a practical commercial proposition must 
virtually be given away or abandoned to the dealer, so that the whole 
lease becomes a most obvious fiction and is likely to be treated by the 
courts as was the so-called license in the talking machine cases. In 
those cases the manufacturers attempted to control exclusively the 
use of talking machines-in the hands of the dealer and of the ulti- 
mate purchaser as well, through affixing a notice to every instrument 





7 Federal Trade Commission v. Sinclair Refining Company, 261 U.S. 463. 
8 Straus v. Talking Machine Company, 243 U.S. 490 (1917); Boston Store v. 
American Graphophone Company, 246 U.S. 8 (1918). 
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to the effect that nothing was sold during the life of the patent having 
the longest term to run but a license to use the machine in conjunction 
with parts and records manufactured by the manufacturer of the 
machine. The pretense was that title was to pass to the purchaser of 
the machine only at the expiration of the last of the patents. 


July, 1927 N. IL. 


TALCOT WHOLESALE Druc Company! 


WHOLESALER—DRUGS 


Stock Controt—Use of Departmentized Merchandise Records. A wholesale 
drug company, in order to ascertain what merchandise was profitable 
and what unprofitable, decided to establish seven merchandise depart- 
ments and to keep records of expenses, purchases, sales, and inventories 
by those departments. For the use of buyers and other executives, the 
statistical department of the company prepared estimated departmental 
profit and loss statements monthly. 


AccounTING—Basis for Distribution of Departmental Expenses. A whole- 
sale drug company which distributed expenses to its merchandise depart- 
ments on a variety of bases decided to vary the amounts of shipping, 
checking and packing, and office expenses charged to a department in 
accordance with variations in the department’s labor costs. Previously 
those expenses had been distributed on the basis of the proportion of 
actual or weighted departmental sales to total sales. This method had 
served to penalize departments for increasing sales. 


(1921-1922) 


The Talcot Wholesale Drug Company took a complete physical 
inventory twice each year and obtained a profit and loss state- 
ment for the company as a whole on June 30 and December 31. 
On June 30, 1921, the profit and loss statement showed a loss of 
$150,000 for the first six months of the year. As the company 
did not keep records by departments, it was unable to determine 
on what products losses had been incurred. The company 
decided that some form of records by main groups of merchandise 
would have to be kept in order to make possible adequate control 
of purchases and sales. 

The Talcot Wholesale Drug Company sold the customary lines 
of wholesale drug products, such as proprietary medicines, drugs, 
chemicals, and pharmaceuticals, and, in addition, several lines of 
candies, cigars, bottles, and drug store fixtures. Its annual net 
sales averaged approximately $3,000,000. The company’s 25 
salesmen sold to 6,000 retail druggists within a 100-mile radius of 
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the city in which the company was located. The terms to cus- 
tomers were 2% 10 days, 30 days net, with interest at 6% after 
30 days. Three buyers did all the purchasing for the company. 
There was a buyer for proprietary medicines, one for sundries, 
and another for all other products. Cash discounts obtained 
from manufacturers ranged from 1% to 8% for cash within 10 
days. 

The company made purchases from approximately 1,500 manu- 
facturers. It ordered from some manufacturers every few days, 
while from others it ordered only once or twice a year. Each 
month the company placed on an average approximately 2,500 
orders with manufacturers and received approximately 15,000 
orders from customers. In order to meet the demands of its 
customers, the company maintained an inventory of approxi- 
mately $300,000 worth of merchandise. The stock-turn ranged 
from seven to eight times a year. 

In July, 1921, the company employed an accountant to analyze 
its records. The accountant proposed that the company keep 
inventory, sales, purchase, and expense records by seven depart- 
ments, established on the basis of the customary trade classifica- 
tion of products. That classification tended to place in the same 
departments items upon which the company obtained similar 
percentages of gross margin. The seven departments suggested 
were: candy and cigars, proprietary medicines, crude drugs, sun- 
dries, pharmaceuticals, chemicals, and bottles and druggists’ 
fixtures. é 

The accountant proposed that the next physical inventory be 
taken by these seven departments. No difficulty was anticipated 
in assigning the various products to the proper departments or 
merchandise control accounts. Most of the merchandise already 
had been stored and physically departmentized by those classifi- 
cations. Expenses were grouped by several main service depart- 
ments, such as the accounting and the statistical departments; the 
totals of those groups could be distributed to the merchandise 
departments if some equitable basis were determined. Certain 
items of expense could be charged directly to the departments. 
Exhibit 1 lists the company’s expenses, other than for merchan- 
dise, for the year 1920. 

The accountant also suggested that the company, for the pur- 
pose of merchandise control between the physical inventory 
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periods, determine the value of departmental inventories monthly 
by means of estimated cost of sales, based on estimated depart- 
mental gross margins. 





EXHIBIT 1 
EXPENSES OF THE TaLcot WHOLESALE Druc ComMPANY FOR THE 
YEAR 1920 

Expense Items Amount 
Oficeisnsalaricsme ee er eee ne ee ee ae $ 30,449 
Wisi e es tea tay Haaeiat eee Seni nei iron sl 1 Al ave teal ate 50,92 
IRC DALI Save emer Pen Rinee Bop ed Ake rah or Bul aed tock paw N 10 
Depreciationn meee ee tee ee ee ee 998 
insurancesandataxes- mus sparen nis cece eietaon meaner hear ante ea 9,319 
IMiscellancousisupllccaem aati innit nun are nue nn 2,415 
MAIN tENAN Ce Ree ete ene ee eee eae ent Seer, wai 35,500 
Heatilipht cand: powers ea vee ees ee nee 5,951 
@heckingsandipackin ge aaa ete rite eee eee, 47,086 
Re Ceh in eganGashi ping eee ee hoe ent en ee ene ene 53,519 
Olicerex penises enews eer ee ere tee ey Behn I05, 216 
Salesmmanaversmca la rlcs me Tiana att pen ier ROene ne I5,184 
Salesmen’s commissions and expenses................004. 69,099 
ENGL VeTLTSLI BAe UREN Ween Sep a bese ine 0 hail teguy)cah t 8, 886 
(CasneciSCOUntS aa pee water. i (i ce bree Meow ek, 14,759 
Credutslossesane ee ene ete et CEs 7,224 
PLO ta Rnetns mci g ies OSA nat PeaNE WORN RD Cray Ee eed Os $456,549 
teres ts pal dacewenenpacruaen pele ot Met paella, ba TS Wt $ 783 


The company decided to departmentize in accordance with 
the accountant’s suggestions. It did not question the advisability 
of knowing the actual net ‘profit of each department every six 
months and the estimated net profit each month. There was, of 
course, the difficulty of establishing an equitable basis for the 
distribution of expenses. Many of the expenses could be charged 
directly to the merchandise departments, and the company 
believed that a reasonable basis for the distribution of the other 
expenses could be arrived at. No additional records were neces- 
sary, and the distribution would be made only once each month. 

A statistician was placed in charge of the departmentization 
program. Each of the seven departments was given a code num- 
ber, and duplicates of all sales invoices were coded by depart- 
ments. In order that departmental net sales and net purchases 
might be determined, allowances for freight, special discounts to 
customers, returns, rebates, and transfers were kept by depart- 
ments. Computing machines were installed for use in calculating 
the totals of sales and purchases by departments. 

The statistician studied each group of expenses and attempted 
to find an equitable basis for charging it to the merchandise 
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departments. Officers’ salaries were charged directly as far as 
possible; the portion of this item of expense which could not be 
charged directly was apportioned on a basis of the ratios of 
departmental sales to total sales. Wages were charged directly to 
departments from the pay roll distribution sheet, and repairs were 
charged directly from the vouchers payable distribution book, 
where, among other expenditures, the amounts spent for repairs 
were listed. Depreciation was computed on a straight-line plan 
whereby, on the basis of estimated length of service, an equal 
proportion of the original cost of equipment and fixtures was 
charged to each year’s expenses. The total annual amount of 
depreciation then was distributed to the departments on the basis 
of the percentage of the cost of the equipment and fixtures used 
in each department to the total cost. 

Costs of insurance, taxes, and licenses were distributed on 
several bases: the liquor license was charged directly to the 
department which included liquors; the Federal and state capital 
stock taxes were charged to departments on the basis of the 
percentage of departmental sales to total company sales; automo- 
bile licenses were charged to delivery service, to be apportioned 
later; a monthly schedule of insurance premiums was drawn up 
and the monthly amount allocated to departments on the basis of 
total cost values of departmental inventories, equipment, and fix- 
tures. Most of the expenses for miscellaneous supplies were 
charged directly to the departments; the remainder were dis- 
tributed on a basis of the percentages of departmental sales to 
total sales. 

A maintenance account was used for rent, as the company did 
not own the building which it occupied. The rental charge 
included repairs, depreciation, interest, and taxes on the building. 
The executives gave a value per square foot to each floor in accord- 
ance with their opinion of its value to the company. Rent was 
charged to the departments in accordance with the number of 
square feet of floor space occupied. Space on the first floor was 
valued at 85 cents a square foct, that in the cellar at 30 cents a 
square foot, that on the second floor at 80 cents, on the third floor 
at 50 cents, on the fourth floor at 40 cents, on the fifth floor at 
33 cents, and on the sixth floor at 25 cents. All charges for heat, 
light, and power were accumulated into a total, which was dis- 
tributed to the departments on the basis of floor space occupied. 
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Checking and packing expense was distributed on a basis of 
sales, weighted in accordance with the approximate time which 
was spent in checking and packing the merchandise from each 
department. For example, the pharmaceutical department 
arbitrarily was given a weight of 100%; on that basis, the pro- 
prietary medicine department was weighted at 6624%, crude 
drugs at 25%, sundries at 85%, and candy and cigars at 20%. 
The departmental sales then were multiplied by the respective 
percentages and the total checking and packing expense was dis- 
tributed to the departments in accordance with the proportions 
which these weighted departmental sales bore to total weighted 
sales. 

Receiving and shipping expenses and also office expenses were 
distributed on a basis of the ratios of departmental sales to total 
sales. The salaries and expenses of buyers who purchased for 
one department only were charged directly to the departments. 
Salaries and expenses of buyers who purchased for more than 
one department were allocated each month in accordance with 
percentages established by the executives on the basis of a sur- 
vey of the buyer’s work made at the end of the preceding year. 
Each year the percentages were to be revised. The general sales 
managers’ salaries and expenses were apportioned in like manner. 

Salesmen were paid commissions which ranged from 14 of 1% 
to 6% on net sales. Each order was labeled with the salesman’s 
name or initials at the time it was coded by the statistical depart- 
ment. The computing machine operators classified the sales- 
men’s commissions by products. On a basis of those totals, 
salesmen’s commissions were charged directly to the departments. 
Traveling expenses of salesmen were combined with the com- 
missions and distributed on the same basis. 

Advertising expense was apportioned to departments in ratio 
to sales. Merchandise was charged to departments at net cost. 
Usually all merchandise purchased by the company on one order 
was for the same department, so that the allocation of merchan- 
dise costs involved little splitting of bills. The difference between 
cash discounts received and given by the company as a whole 
was credited to the departments on the arbitrary basis of 1% 
of departmental net sales, except that in a few departments 
where the discounts received were exceptionally high, a larger 
percentage was used. A reserve for bad debts was kept on the 
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company’s books, and the total debit to that account each month 
was charged to departments at a flat rate of }4 of 1% of depart- 
mental net sales. 

The difference between the actual amount of interest paid by 
the company and the amount of interest received from customers 
was distributed to departments on the basis of the proportion 
of the net investment of each department to the net investment 
of the company asa whole. The net investment for the company 
was the sum of the value of inventories, furniture, and fixtures, 
plus the amount of the difference between receivables and pay- 
ables. The net investment of a department was the value of its 
inventory, furniture, and fixtures, plus such part of the total 
difference between receivables and payables as could be credited 
to the department on the basis of the ratio which the department’s 
sales bore to total sales. 

Interest was not added in with the other expenses before the 
operating profits for the departments were obtained. Miscel- 
laneous income and expense, which included such items as income 
from investments, bonds, and stocks, and any unusual expense 
that could not be placed in any other expense account, were 
distributed to departments on the basis of the ratio of depart- 
mental sales to total sales. When interest and miscellaneous 
income and expense were subtracted from the net operating profits 
of each department, the final net profits or losses were obtained. 

In order that a complete estimated profit and loss statement 
might be obtained by departments each month, the inventory 
values were departmentized and a gross margin for each depart- 
ment was estimated by study of the gross margins on a compre- 
hensive list of items within the departments. The percentage of 
estimated gross margin to sales was, of course, the complement 
of the percentage of cost of goods sold to sales. On the basis 
of the latter percentage, monthly inventories were computed. 
When the system had been in use for six months, however, these 
estimated gross margins and cost of sales were replaced by actual 
cost of sales obtained at the time that the physical inventory was 
taken. At the end of the first year, the actual cost of sales for 
the entire year was obtained and used for the first six months 
of the following year, when it again was corrected by the physi- 
cal inventory. The value of each departmental inventory at 
the end of the six months was subtracted from the sum of the 
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value of the inventory at the beginning of the six months and 
the purchases during the six months, to secure the actual cost 
of sales. Thereafter, at the end of each month the total of each 
department’s purchases, inward freight, and interdepartmental 
transfers was added to the value of the department’s inventory 
at the beginning of the month. The cost of goods sold for the 
base period, either the preceding six months or year, then was 
divided by sales for the same period. That gave the percentage 
of the cost of goods sold to sales for the base period. When 
sales for the month were multiplied by this percentage, the esti- 
mated cost of sales for the month was obtained. That figure 
was deducted from the value of the inventory at the beginning 
of the month, plus purchases, freight, and transfers, to get the 
estimated inventory for the end of the month. 

At the end of the first six months, when the physical inventory 
was taken, it was found that the estimated inventories differed 
from the actual inventories by from 3% to 4%. The errors in 
estimated inventories might have resulted from mistakes in the 
departmental coding of purchases or sales; the buyers might have 
obtained gross margins greater or less than those of the period 
used as a base, or sales of merchandise with an extremely high 
or an extremely low margin might have been pushed. By reduc- 
ing errors to a minimum, the company hoped to improve the 
accuracy of the inventory estimates. The company recognized 
that the physical inventories might not be absolutely correct, 
because of the numerous possibilities for errors in counting, valu- 
ing, and figuring amounts. 

Each month the statistical department prepared estimated 
departmental net profit and loss statements for the use of the 
buyers. At the end of the first six months of the year, totals 
for the period were entered on the statements; at the end of the 
year, totals for the preceding six months and for the whole year 
were entered. ‘The form used for these statements is shown as 
Exhibit 2. 

A similar form was used for a monthly statement for the 
higher executives. That form, however, was wide enough to 
provide for entries for each department and for a complete profit 
and loss statement for the entire company. ‘The president used 
that summary from month to month in controlling inventories, 
purchases, sales, expenses, and net profits. 
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OPERATING STATEMENT FOR DEPARTMENT NO.—oF THE TALCOT 
WHOLESALE DruGc COMPANY 


















































Ledger Account Current Last 6 Last 12 
Number Month* | Monthst | Months} 
I,000 Sales; Grogs iis sraeiare aka earls oinere chacanena 
I,900 Returns ss dicts aecea ther ateint oh stereo eaten 
2,000 Allowances'sy bry rices.choun crane an canrcuctene heel detuess 
CE OGL science, pcmiid ea nv ais NN eae ena ae 
INET: SALES oo cascstousysiwtpve etoile lets suede eniene tones a ake 
2,100 Specialty Discounts... eee ieee 
2,200 Pharm JReDaters ated] ieee terri 
2,300 Freight onpoalesi, ay cususynnvmeusue a cuucie semen 
Motel I edw@ctOn Sa: aa reule=eietcicaers oi oes oreo eae ete 
SalesdvessuDeductions...- ons hacia le etc Proienneeia 
3,000 ‘Frans. Greditsanenn aes ears cnc otsureperinvayers 
GROSS INCOME trae eee ter oe rateiereigraars soem rer Meters 
4,000 PEFANS A LIEDIES sa whe eveteroarerataccte ores ora oe eters 
5,000 Bar Chases. mlcmistaieeaan terete ls tolerate rete ae 
3,200 Transfers in Departments.............. 
5,400 Inventory, Dransfers ) yer r-(elteriteie valk 
5,300 Freight on Purchases: .eca-ns ee ee 
TRotalicGoes aye har oseteos tetra la Bie Wace atta va oclias bn) airet ova aceyarteMs 
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9,100 Salaries and Commissions of Salesmen... 
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* Estimated. 
{ Filled in at end of first six months or at end of year. 
Filled in at end of year. 


Exhibit 2: Departmental operating statement sheet of Talcot Wholesale Drug 
Company. 
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After the departmental system had been in operation a year, 
difficulties arose in connection with the distribution of expenses. 
Some of the buyers objected to the basis used for distribution 
of rent and were not in agreement with the plan of charging 
higher rents to some floors than to others. The company, 
believing that such objections were to be expected from buyers 
whose departments were located on the higher rent floors, made 
no changes. 

A more serious situation arose in connection with the distribu- 
tion of checking and packing, receiving and shipping, and office 
expenses on a basis of actual and weighted sales. Under this 
method of distribution, departments which made large propor- 
tions of the total sales, whether because of aggressive sales efforts 
or the general demand for the products, were penalized by receiv- 
ing the greater percentages of the total expenses, even though the 
actual expenses of those departments had not increased in pro- 
portion to sales increase. The company decided that distribution 
on the basis of actual or weighted sales was inequitable. 

The executives and the buyers agreed that the distribution of 
checking and packing, receiving and shipping, and office expenses 
on the basis of percentages of actual or weighted departmental 
sales to total sales was to be considered equitable for the first 
year and one-half, since no great changes in the relationships of 
departments were likely to take place within that time. If, at 
the end of the year and one-half, a department’s labor costs had 
not increased in equal proportion to the increase in the total 
labor costs of the company, the percentages of the three groups 
of expenses charged to that department would not be increased, 
even though the ratio of the department’s sales to total sales had 
' increased. After the year and one-half those expenses were to 
be distributed to the departments on the basis of the following 
formula: the average wages per month for the company as a 
whole for the one and one-half years are to the department’s 
actual wages for the month in question as the percentage of the 
total expense account in question—either receiving and shipping, 
checking and packing, or office—charged to the department under 
the old system is to the new percentage to be used in calculating 
the portion of the total expense chargeable to the specific depart- 
ment. If the sales of a department decreased and the wages of 
the department did not decrease, the proportion of the total 
expenses of the three accounts borne by that department would 
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remain the same. Consequently, there was a stimulus for the 
buyers to keep expenses in their departments at a minimum. 
The revised basis of distribution was found to be entirely 
satisfactory. 

Some question had arisen with reference to the allocation of 
salesmen’s expenses, which were being distributed to departments 
on a basis of actual sales. Because certain products gave the 
salesmen higher percentages of commission than did others, some 
of the executives argued that those products should bear a cor- 
respondingly higher percentage of salesmen’s traveling expense. 
Since records of salesmen’s commissions were available by depart- 
ments, the distribution of salesmen’s expenses readily could 
be made on a basis of commissions paid by departments. How- 
ever, the existent basis of actual sales was retained as being the 
most equitable. 

The statistician believed that, instead of distributing the differ- 
ence between discounts given and taken by the company to the 
departments on the basis of 1% of departmental net sales, it 
might be more equitable for the company to distribute the dif- 
ference on the basis of the average differences between discounts 
received and given in departments. 

The expense of the additional labor required to carry on the 
work of departmentization was not excessive. The actual addi- 
tional cost incurred was estimated to be approximately $7,000 
a year. Installation of computing machines to be used in the © 
calculation of departmental totals had made it possible to reduce 
the number of girls employed on that work from nine to four. 
The executives believed that the savings resulting from the 
merchandise control made possible by departmentization more 
than offset the extra expense incurred. The bases used for the 
distribution of expenses were considered sufficiently accurate to 
show the monthly departmental results. 

The president recognized that the primary place for control 
was upon sales and that a great deal of the information needed 
to control sales could have been obtained had the company been 
departmentized only as to gross margins. The president, how- 
ever, believed that for adequate control of sales, knowledge of 
departmental net profits was necessary. When a department 
failed to produce a satisfactory net profit, a special sales cam- 
paign could be introduced to increase sales in that department 
without proportionately increasing expenses. 
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Stock-turn was controlled through a study of the departmental 
inventories estimated at the end of each month. If the estimated 
inventory for a department was high, purchases were curtailed 
and sales emphasized. Departmentization enabled the executives 
to know exactly which departments were profitable and which 
were unprofitable. Losses on one group of products could not 
be covered up by unusual profits on others. 


ComMENTARY: In the installation of control systems of accounts 
and statistics, the business executive must attempt to secure adequate 
information for the direction of future operations at reasonable cost. 
From both of these points of view, the decision of the Talcot Wholesale 
Drug Company to departmentize its accounts into seven groups is 
to be approved. While further information of value to the company in 
directing sales efforts might have been obtained from further sub- 
division, there was no assurance that the benefit to be procured from 
such additional information would have been sufficient to offset the 
additional cost. At any rate, the division into seven departments was 
a good starting point from which to determine the advantages of 
departmentization in actual operation. 

The methods generally advanced by the accountant were in accord- 
ance with good accounting principles. While there are possible differ- 
ences of opinion as to the allocation of certain expenses, no method 
is completely free from criticism. In any plan of departmentization, 
the direct allocation of such expenses as are incurred for particular 
departments is, of course, immediately called for; officers’ salaries are 
allocated directly, so far as possible, wages likewise. Some objection 
may be raised to the arbitrary allocation of rent expense to various 
departments on the basis of varying square foot rentals. Handling and 
delivery costs are frequently less for the first floor than for other floors. 
Those products of which the sale is most rapid should obviously be in 
the most convenient locations. 

A difficult problem connected with the plan adopted was that of 
estimating the monthly condition at the end of each month, on the 
basis of estimated inventories and gross margins. This plan was not 
dissimilar to that used for department stores, and though there would 
be variation between physical inventory and estimated inventories, the 
minor inaccuracy of such statements as were made at the end of each 
month probably was preferable to complete lack of knowledge of how 
various departments were operating. Practice and refinements of 
methods adopted, after the plan had been in operation for a while, 
would tend to reduce the variation of estimates from actual results and 
to make the plan work more successfully. 


February, 1927 TRG 
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MERCHANDISE Controt—Installation of Perpetual Inventory System. A 
wholesale grocery company recorded by departments its merchandise 
purchases and inventories, in dollars but not in quantities. A complete 
physical inventory was taken once a year. The buyer re-ordered mer- 
chandise whenever the clerk who inspected the stock each day reported 
that an item needed to be replenished; the size of orders was based on the 
buyer’s past experience. In 1924, when the treasurer assumed the duties 
of buyer, he decided that a more accurate basis for determining size of 
orders and time of purchase was essential. He installed a perpetual 
inventory system which gave information as to the quantity of merchan- 
dise on hand and the rapidity of sales, and provided a monthly recapitu- 
lation of sales by quantities. 

(1924) 

The man who for nearly 25 years had made all the purchases 
for the Warrion Company, a wholesale grocery firm, retired from 
the company late in 1923, and the treasurer undertook the duties 
of buyer. The former buyer had had no records upon which to 
base the size or frequency of purchases. In January, 1924, the 
treasurer endeavored to devise a system of records suitable for 
use in controlling the size and frequency of orders. 

The Warrion Company sold medium-price and high-price 
merchandise. From 50% to 60% of total sales were of goods 
which the company sold under its private brand, Capitol. The 
company sold no perishable merchandise and did no manufac- 
turing or coffee roasting. Annual sales for several years had 
averaged nearly $1,500,000. 

The company purchased from manufacturers except occasion- 
ally, when, in order to accommodate a customer, it placed a small 
order with a broker. The company did not purchase large 
quantities of merchandise on the possibility of realizing specula- 
tive profits from rising prices. In order that the canned goods 
sold under its brand should be of high and uniform quality, 
however, the company ordinarily purchased a year’s supply of 
those items in the fall from canners with reputations for high- 





1 Fictitious name. 
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grade products. The company contracted for futures in all the 
canned goods which it sold. 

The Warrion Company employed 12 salesmen, to whom it 
paid salaries and not commissions. The duties of sales manager 
were included with those of the buyer. The company had about 
1,000 customers, all located within 65 miles of its office. The 
company trained its salesmen to instruct retailers in sound 
methods of accounting, advertising, and merchandising. The 
salesmen called on each customer once a week. To those towns in 
which the customers were so numerous that one salesman could 
not call on them all in one day, the company sent more than one 
salesman. The company made deliveries in its own trucks on the 
day following a salesman’s solicitation. About 15% of sales were 
of broken cases, most of which the company sold to small grocery 
stores in the town in which it was located. 

The treasurer of the Warrion Company supervised all records 
which the company maintained. He devised new records as 
sales increased and additional information became necessary. In 
1914 he had commenced to divide into departments the records of 
merchandise inventories and purchases, which were kept in dollars. 
There had been only a few departments at first, but as the com- 
pany had introduced new products, the number had increased until 
in January, 1924, there were 31. Since records of inventories and 
purchases were departmentized, it was possible to compute the 
rate of stock-turn in each department and so to ascertain the 
commodities which moved slowly. The company had made no 
attempt to departmentize sales or expenses. It computed the 
annual stock-turn of each department by dividing the total annual 
purchases at cost, minus cash discounts received, by the average 
of the inventories at the beginning and the end of the year.? 

Prior to 1924, the only record which the company had main- 
tained of the quantity of merchandise purchased or of the quantity 
on hand, was that of the physical inventory taken on January 
1 of each year. It had been difficult, therefore, for the company 
~ 2The treasurer of the company recognized that he could obtain a more nearly 
correct figure for stock-turn by adding the purchases at cost, minus the total of cash 
discounts and returns and allowances received on purchases, to the inventory at the 
beginning of the year, subtracting from the sum thus obtained the inventory at the 
end of the year and dividing this result, the net cost of merchandise sold during 
the year, by the average of the inventories at the beginning and the end of the year. 


The treasurer believed, however, that the method which he used was sufficiently 
accurate for purposes of comparison. 
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to ascertain whether merchandise had been stolen and to trace 
mistakes made in filling orders and in billing merchandise. 

The Warrion Company occupied a four-story building. 
The only heated floor was the first, where were stored ketchup, 
vinegar, and other goods which could be injured by freezing. On 
the second floor were beans, flour, and other heavy, dry, bulk 
merchandise. On the third floor were cereals, and on the fourth 
floor, canned goods. 

Merchandise was assembled for delivery as follows: Each 
morning a clerk familiar with the location of the various items of 
merchandise was given all the orders taken by the salesmen on the 
previous day. This clerk sorted the salesmen’s order blanks 
according to towns. He then listed the quantities of merchandise 
to be shipped, using a separate sheet for each town. ‘The sheets 
were made out in duplicate and each sheet was given an identifica- 
tion number. A sheet had four sections, in each of which the 
clerk entered the orders to be filled from one floor. The duplicate 
sheet was perforated so that the four sections could be separated. 
Each section was sent to the floor man on the floor where were 
stocked the items entered on that section. The floor man selected 
the merchandise ordered and placed it upon a conveyor which 
carried it to the loading platform. The conveyor system was so 
constructed that the merchandise for each town was kept separate 
from that for other towns. A special stock requisition blank was 
filled out for the orders of retail merchants who called at the 
company’s offices for the merchandise. Another form was filled 
out for each article returned by a customer. 

The company had had in its employ for about 25 years a 
clerk who each day inspected the stock and reported to the buyer 
the merchandise which, in the clerk’s opinion, needed to be 
replenished. ‘The buyer had determined the time to order entirely 
on the basis of these reports and had fixed the size of the orders 
on the basis of his own experience. The clerk seldom had advised 
the buyer to purchase too soon so that excess stocks were accumu- 
lated. On the contrary, the clerk frequently had misjudged the 
time required for the delivery of orders, with the result that the 
company’s stocks of some items often were exhausted. Each 
morning the floor men had crossed off from 15 to 25 items on the 
order sheets which were sent to them, signifying that those items 
were not in stock. 
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When the treasurer assumed the duties of buyer, he decided 
that a more accurate basis for determining the size of orders 
and the time for purchasing was essential. Representatives of 
companies which installed systems of perpetual inventories often 
had asked to be allowed to install their systems for the Warrion 
Company. The Warrion Company had not accepted the offer 
of any of these companies, because the systems required a large 
amount of clerical work, and because the companies charged from 
$12,000 to $16,000 for an installation. The treasurer undertook 
to devise an inventory system which could be operated with little 
clerical help. 

The system which the treasurer adopted and operated during 
1924 involved the use of sheets similar to Exhibit 1. Such a 
sheet was to be filled out for each item which the company stocked. 
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* Actual form had three more of these double columns; columns 1, 2, and 8 to 15 inclusive 
were repeated on the reverse of the sheet, 
Note: Numbers in parentheses did not appear on form used by company. 


Exhibit 1: Perpetual inventory record sheet of Warrion Company. 
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In column 1 were placed the dates upon which merchandise 
was ordered and the quantities ordered. When the merchandise 
was received, the date of receipt was entered in that column, 
directly after the notation of the order; the quantity received was 
recorded in Column 2. The clerk who kept the perpetual inven- 
tory records thus had a record of the orders which had been placed, 
the time elapsing between the placing of an order and receipt of the 
merchandise, and the quantity of merchandise received. The 
information concerning orders placed was compiled by the per- 
petual inventory clerk from carbon copies of requisitions of the 
orders sent to manufacturers; the record of merchandise received 
was copied from the loose-leaf receiving book, in which receipts 
of merchandise were entered by the receiving clerk. 

On the first line in Column 2 was placed the number of cases 
of the item which the company had in stock when the sheet first 
was filled out. On the following lines were entered the number 
of cases received in succeeding shipments. At the end of each 
month, the total number of cases sold was subtracted from the 
sum of the cases received and those in stock at the beginning of 
the month to obtain the balance on hand. Columns 3 to 7 con- 
tained sufficient space for the notation of monthly sales by 
quantities for five years and provided a comparative monthly 
recapitulation of sales for that period. 

In Column 8 and the succeeding even numbered columns 
were placed the identification numbers of the sheets compiled 
each day from the salesmen’s order blanks for the previous day, 
notations which showed for each sale whether it was made upon a 
special requisition or upon a salesman’s order blank, and the date 
of each sale. In Column 9g and the succeeding odd numbered 
columns were placed tallies representing the number of cases, 
crates, sacks, or barrels shipped and the date of shipment. At 
the end of each month, the tallies representing cases shipped were 
counted and the total was entered in red ink immediately after the 
last entry for the month. The total also was placed in Column 
4, 5, 6, or 7 opposite the month to which it applied. The infor- 
mation needed for the daily sales columns was obtained from the 
floor sheets which had been used by the floor men in filling the 
orders and from the special stock requisition blanks and the forms 
used for returned goods. 

In compiling the perpetual inventory records from day to 
day, the clerk observed from Column 2 on each sheet the latest 
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balance of merchandise on hand, from Column 1, the quantity 
ordered to date, and from the daily sales columns, the number of 
cases sold to date; on the basis of this information he notified 
the treasurer when to reorder. 

The clerk’s notification to the treasurer was made upon a 
form, known as an Order Sheet, which gave the quantity of goods 
on hand; the sales by quantities in each of the two months follow- 
ing that month in the previous year which corresponded to the 
current month; the sales of the preceding month in the current 
year; the sales to date in the current month; and the quantity of 
the latest order and the date of its receipt. A sample order sheet 
is shown here as Exhibit 2. 

ORDER SHEET—APRIL 30, 1925 











Stock Sale Sale Sale Sale 
Article on May, June, | March, | Current | Last Order 
Hand 1924 1924 1925 Month 





Strawberry Gelatine. Te 3/31/25—20 








so | as | x | x 





* Figures represent quantities. 


Exhibit 2: Sample order sheet of Warrion Company. 


The rates of stock-turn obtained by the Warrion Company in 
1922, 1923, and 1924, together with comparative figures for the 
wholesale grocery trade, are shown in Exhibit 3. 

EXHIBIT 3 
RATES OF STOCK-TURN OF WARRION ComPANy COMPARED WITH 
SELECTED COMMON FIGURES IN THE WHOLESALE GROCERY TRADE, 
1T022,41023,, 1024" 








STOCK-TURN 
(Times a year) 








Year ‘ Common Figures for 
Warrion Company Firms with Volume of | Common Figures for 
(Sales, $1,000,000- Sales $1,000,000- All Firms Reporting 
$1 90;000) $1,999,000 
1922 5.9 5-4 5-7 
1923 Sey, 5.8 5-9 
1924 5.3 ef sat 


* Trade figures taken from Bulletin No. 34, pp. 26.and 28, and Bulletin No. 40, pp. 11 and 22, 
Bureau of Business Research, Harvard University. 
t 1924 figures for trade not available. 
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The rate of stock-turn and the cost of sales of the Warrion 
Company, by departments, for the years 1922, 1923, and 1924 are 
given in Exhibit 4. 


EXHIBIT 4 


RATE OF STOCK-TURN AND Cost oF MERCHANDISE OF THE WARRION 
ComMPANY, BY DEPARTMENTS, 1922, 1923, AND 1924 
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1922 | 1923 | 1924 1922 1923 1924 
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SPICeSt ome cee se ree OrAvhe Sat Whos 22,201| 21,011] 21,203 
Starch, ator ecm On7m Elona 7.6 5,404 5,416] 4,927 
Dricdstriitsemeramter ree aes Bee Ona 41,035] 29,636) 22,677 
CanneaeMicath. seein rer TOn Swen Les oa 24,5260} 27,406] 28,444 
See ASN Cees ese emer < ° 2.6 2.3 2.3 56,559] 68,895] 72,493 
Com TUltSin. accrmeecorde aici 1.9 1.8 1.4 | 38,448] 48,082] 47,503 
Faun Viecetablessa na srraacr as 2,1 2.0 87,877| 105,548] 118,326 
time Milken mys carne: II.O | 12.3 | 12.2 | 60,520] 62,940] 59,676 
Extracts saqmee.sicstvan acuiera as FO 7.6 7.6 16,154| 14,866) 14,927 
IBGVeTages wages b.cc.cgere serene Q.1 8.5 cas 34,495| 36,311] 31,689 
FOUTS Re een oi reed cota we rmsiniete 9.6 | 10.8 | 13.4 } 157,426] 145,965] 150,506 
SUA ese siscciaiane steaeeyatener 152.8 |109.8 |105.8 | 119,935] 192,017] 208,464 
Sal tycaretcon yon tee earn a 6.2 Ceo I5,297| 12,800] 12,747 
Gelatines & Pie Fillings....... 75 re 9.2 10,917| 9,234] 12,060 
Janis Szafellicsterne eer Vis2t ip isaes || OAS 9,034] 8,346] 11,475 
Pickles & Relishes............ San ee 2.9 | 15,945] 30,044] 37,765 
Salad Dressings, Oils & Peanut 
Butter%,. A metae eee oes oS hake ae 9.3 25,636| 26,201; 27,570 
Bluingié Polishesinas see eere 4 One don ana eo 7,139 7,486 6, 866 
Dried Beans & Peas.......... 8.1 (Ope) |) Ciel) 29,670] 30,234] 33,107 
IVa tChes aetaciemeccreeeir ores eroen 4.9 or 3.6 TS, 420m 1S s47 ee lLa22s 
Molasses & Syrups........... 9.5 7.2 6.5 £05735|) L7,053\)) 10,052 
Macaroniiae wm scene reir oot Onsen 8.8 7,926| 9,449] 11,567 
Riccamrnns ote rite Ses DEO Reece | Mens Sar Bes O8 kay eine t 
Cocoa, Chocolate, Coffee & Tea} 14.7 | .... | 10.7 Rey elad coos ke 40, 693 
SOUD svn rin Sos anaes oes As pales Selena sO: 21,838] 25,328] 26,556 
Paper 6c, lwinesaacnce- sane: Sel 257 4.4 II,340 8,149] 12,802 
VATE PAT ret axe went cron eare GA ol teiO a Motesecl | Memes aS 4 Oem fess 72 eae earn t 
Medicine: an. sss ee Wiehe Oy: 5.6 19,552| 16,258) 16,051 
Miscellaneous..............- 6.8 | 10.6 6.0 24,980] 30,210] 12,095 
INGtS 2 cit ita esc tie merenbenle wir CeO meses 6.4 9,917 8,592| 15,091 
Chimmneysanseacn veers eee GRAS Deve cw aera: 1 203 | 5. a lee tT 


* Stock-turn in this table was computed by adding net purchases to the inventory at the 
beginning of the year, subtracting from that total the inventory at the end of the year, and 
dividing the remainder by the average of the beginning and ending inventories, 

t+ Combined with other departments in 1924. 
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The stock-turn of the company had decreased from 5.7 times 
in 1923 to 5.3 times in 1924. The treasurer attributed this 
decrease partly to the fact that each year the company was 
placing more sales effort upon merchandise which was sold under 
its private brand, and which was consequently purchased in large 
quantities, and less upon merchandise sold under manufacturers’ 
brands. In 1924, for example, the company had purchased seven 
commodities in carload lots for the first time. These commodi- 
ties were canned meat, pickles, canned milk, matches, prunes, 
soap, and soup. The company’s rate of stock-turn on all those 
commodities, except canned milk, was less in 1924 than in 1923. 
Sales of canned milk had been abnormally large. The treasurer 
attributed the decrease in stock-turn also to the fact that the 
added control provided by the inventory system had resulted in 
more timely ordering and consequently in fewer instances of 
exhausted stocks. While on each day during 1923 from 15 to 2 5 
items had not been in stock, on each day during 1924 only 2 or 3 
items had not been in stock. The treasurer was convinced that 
without the information which the perpetual inventory records 
supplied as to the correct size of orders to place, the company, 
because of the increased sales effort which it had placed on its 
private brand merchandise, would not have obtained a stock-turn 
even so high as 5.3 times in 1924. 

Beginning January 1, 1925, the treasurer had added to the 
report sent him by the clerk who kept the perpetual inventory 
record the monthly sales of each item in that year and the pre- 
vious year’s sales for the months corresponding to the current 
month and to the two months preceding the current month. 
Since this information furnished a basis for judging the trend of 
sales over a long period, the treasurer believed that he would be 
able to control purchases even more effectively in 1925 thanin 1924. 

During the first week of March, 1925, the treasurer carefully 
examined the perpetual inventory records. By studying the 
monthly recapitulation of sales and the amounts of stock on 
hand, he determined which items had moved slowly. Upon the 
basis of this information he discontinued seven articles. He 
planned to discontinue other items as information for a longer 
period became available. 

A further advantage which the Warrion Company had expe- 
rienced from use of the perpetual inventory records was the 
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increased care which the employees in the warehouse had taken to 
avoid inaccuracies in billing and filling orders. Prior to Janu- 
ary, 1924, the company had given little attention to such inac- 
curacies. Truck men frequently obtained from the stock rooms 
merchandise which was needed to fill orders and which, through 
error, had not been placed on the loading platform. Following 
January, 1924, however, since records of the physical quantity of 
merchandise on hand were being maintained in the office, the 
stock clerks were careful to place on the conveyor the exact 
quantity of merchandise which was designated on the sheets 
sent to them. The stock clerks, furthermore, objected if the 
truck men took merchandise from stock. The stock clerks’ 
feeling on this matter had become so intense that the company 
had painted a white line across the loading platform to separate 
merchandise ready to be shipped from merchandise in stock. 
The men loading the trucks were not allowed to cross the line to 
obtain merchandise. If, after every truck had been loaded and 
the merchandise checked with the salesmen’s order blanks, any 
article remained on the platform, it was necessary to determine 
whether too much merchandise had been sent down on the con- 
veyor, or if some order had not been filled correctly. 

It had been the company’s experience during 1924 that 
the time of one clerk was required to keep the records of the 
perpetual inventory up to date. This clerk also frequently 
visited the warehouse to compare the book inventory with the 
actual inventory. The company found, upon taking the physical 
inventory on January 1, 1925, that the discrepancy between the 
perpetual inventory record and the physical inventory was 
seldom more than one case for any item. Frequently in the 
record one error offset another. For example, the physical 
inventory contained one case more of one kind of soup than was 
shown in the inventory record and one case less of another kind, 
indicating that an error had been made during the year in listing 
the sales on the inventory records. 

The perpetual inventory records had increased the interest 
of company officials in the question of stock-turn and had led 
them to study the records frequently in order to determine the 
causes of excessive stocks. For example, when the stock-turn of 
salad dressing, oils, and peanut butter decreased from 13.1 times 
to 9.3 times, the officials had investigated to discover the cause 
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of the decrease. They found that a large order of salad dressing 
which had been sold in 1924 had been returned by the retail 
purchaser previous to January 1, 192 5, because the merchandise 
had spoiled; as this returned merchandise had been listed in the 
January 1 inventory, the average inventory for the year 1924 had 
shown an increase. 


CommenTARY: The decision of the Warrion Company to devise a 
more accurate basis for the size of orders at the time of re-purchase 
was sound. Many times the dependence of a company on the personal 
knowledge and judgment of a single buyer has been demonstrated 
to be weak.* It may be noted also that in this case the department- 
ization policy evidently was entirely satisfactory, since the practice 
which was established in 1914 had continued and expanded since that 
time. Thus it was possible for the company to compute stock-turn, 
department by department, and to detect the slow- and rapid-moving 
items. By way of contrast, the experience of the Sneed Company‘ 
is of interest. That company, with sales of substantially the same 
volume as that of the Warrion Company, abandoned departmentization 
on the ground that enough use was not made of the information that 
was rendered available to compensate for the added cost. It may also 
be noted that the annual physical inventory made by the Warrion 
Company was not adequate as a means of close stock control, preven- 
tion of theft, and the checking of orders filled. 

The method of determining stock-turn, though not strictly accurate, 
does not seem to have resulted in any serious error. The stock-turn 
computed by the Warrion method is at times somewhat higher than 
that computed in the usual manner, but the difference is not great. 

The stock record system was not unduly complicated and was 
evidently satisfactory, as it rendered possible the elimination of 
certain slow-moving items. The previous experience of the company 
with “‘cross-offs” also indicates the value of this method of merchandise 
control. The close agreement of the book inventory with the figures 
secured by physical inventory is interesting. The fact that the time 
of but one additional clerk was required to keep the perpetual inventory 
records suggests that the expense was small compared to the value of 
the records. 

The lower stock-turn on private brands is, of course, not unusual. 
It is probable that with loose merchandise control the decrease would 
have been still greater. The additional sales emphasis placed on private 
brand merchandise also helped to maintain its rate of stock-turn. 





3See page 414. 
4See 3 H. B. R. 235. 
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The Warrion Company’s experience in this connection may be con- 
trasted with that of the Thoreau Company.’ In the latter instance, 
adequate merchandise control, combined with special sales stress, 
resulted in a rate of stock-turn on private brands that exceeded that 
of national brands. It is not impossible that the same result might 
ultimately be achieved by the Warrion Company. 

The case serves as an excellent illustration of a successful experience 
in departmentization and merchandise control. The results appear 
to have been in every particular satisfactory. 


October, 1927 Htc 


5 See Thoreau Company, page 231. 


Harcourt Company! 


WHOLESALER—GROCERIES 


MERCHANDISE Controt—Installation of Stock Records. The president of a 
wholesale grocery company which had annual sales of more than $7 50,- 
ooo concluded that records of stocks and orders were essential for ade- 
quate control of merchandise purchases and sales. For this purpose, the 
company decided to use stock record sheets which provided for weekly en- 
tries, by items, of quantities of merchandise instock and quantities ordered. 
The stock records provided the buyer with readily available information, 
by items, as to the time required for deliveries, rapidity of sales, and 
inactive stocks. As a result of use of the records, the buyer disposed 
of slow-moving merchandise, purchased in smaller quantities than before, 
and was less frequently without items requested by customers than 
formerly, when he had purchased simply on a basis of his memory of 
past experiences. 

(1924) 


Although the Harcourt Company, a wholesale grocery firm, 
had maintained no stock records prior to 1924, it had obtained an 
annual stock-turn of about 9 times. The president concluded, 
however, that for adequate control of merchandise purchases and 
sales, records of stocks and orders were essential. 

Annual sales of the Harcourt Company for several years 
prior to 1924 had been between $750,000 and $1,000,000. Gross 
margin had averaged about 10% of net sales; and net profit, before 
deduction of interest on owned capital, had been about 114%. 
The merchandise which the company sold was medium-price 
and high-price; only a small portion of sales was of merchandise 
under the company’s brand. The company’s five salesmen made 
most of their sales in the city in which the company was located. 
Sales of sugar constituted from 15% to 30% of total sales. The 
company did not divide its merchandise purchases, inventories, 
or sales by departments nor attempt to allocate expenses to the 
sales of specific products. 

The Harcourt Company never had maintained a system of 
stock or purchase records. The company’s stock men who assem- 
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bled the merchandise to fill orders notified the buyer when they 
found that the stock of any item waslow. The buyer then ordered 
a supply of the merchandise, usually basing the quantity of his 
purchase upon his memory of past sales of the item. If he wished, 
however, the buyer could determine from the manufacturer’s 
latest invoice the quantity of the previous order and the date 
of its arrival. 

The company did not find this method of stock control satis- 
factory. The buyer did not have readily available information 
about the rapidity of sale of an item or the length of time a quan- 
tity was held in stock. Moreover, he was not informed of mer- 
chandise which was in stock and for which there was no sale. 
The stock men sometimes were lax in notifying the buyer when 
inventories were low. Consequently, the company occasionally 
was unable to fill customers’ orders. The president decided, 
in September, 1924, to install a system of stock record sheets 
similar to the sheet shown as Exhibit 1. That sheet provided for 
weekly entries, by items, of quantities of merchandise in stock 
and quantities ordered. 

These stock sheets, however, were not to be used for the 
recording of the annual inventories. For that purpose, a book 
was provided; in the book would be entered the purchase price 
and inward freight charges of the merchandise in stock and of 
that ready for shipment to the company’s customers. 

In column 1 of each stock sheet, shown as Exhibit 1, were 
listed the names of 22 items. Allitems purchased from one manu- 
facturer were grouped together upon successive lines in the 
column. Records for similar articles produced by different manu- 
facturers were placed upon the same sheet when possible. In 
column 2 was recorded the unit size of each item, and in column 
3, its unit cost. Columns 4 and 5 were for entries of the quan- 
tities of merchandise in stock in January and July. In column 6 
and the succeeding columns were entered, on line B, the quantities 
of merchandise in stock upon the dates indicated at the tops of the 
columns. On line A of each column were noted by items the orders 
which the Harcourt Company had placed with manufacturers 
during the preceding week. 

The merchandise was so arranged in the company’s three- 
story warehouse that stock men easily could take the physical 
inventory in the order in which the items were listed upon the stock 
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records. The second and third floors of the warehouse each were 
divided into two sections; the first floor had only one section. 
The stock records were divided into five groups, corresponding to 
the five divisions of the warehouse. A different stock man had 
charge of each group of merchandise. 

From the new stock record sheets the company was able to 
ascertain the approximate dates when the buyer ordered mer- 
chandise and also the approximate time elapsing between the 
placing of an order and the arrival of the merchandise. For 
example, if the record sheet showed that the buyer had placed an 
order on July 7 for 50 cases of an item and did not show a corre- 
sponding increase in the quantity of merchandise in stock until 
the week prior to August 25, it was evident that the total order 
had arrived about 7 weeks after it was ordered. The company 
also could compute the sales of any article in any month or period 
of months by adding to the inventory at the beginning of the 
period the merchandise received during the period and subtracting 
from that total the merchandise on hand at the end of the period. 
The record also made available information as to the rapidity of 
sale. From a study of this information the company could 
ascertain, for example, whether it was advisable to purchase in 
five-case lots or in ten-case lots. 

The stock record, moreover, provided data regarding inactive 
stock. For example, when the company started to keep the 
record in September, 1924, it had in stock 20 cases of one brand of 
ketchup. On February 16, the record showed that the 20 cases 
still were in stock. The company accordingly reduced the 
price sufficiently to sell the entire quantity by March 9. Three 
cases of mustard which had been in stock on September 27 still 
were in stock on February 16. The company also reduced the 
price of this item sufficiently to sell it. The company had similar 
experiences with ro cases of cocoa and 8 cases of soap. 

In another instance, the company had stocked an item in 
five sizes. On September 22, 1923, the inventory, in cases, for 
each of the sizes was respectively 5, 4, 5, 13, and 4. Late in 
February, 1925, the inventories were 5, 4, 5, 11, and 4 cases 
respectively. The company discontinued purchasing this item 
and sold the entire stock of the item at reduced prices. The 
president of the company stated that, under the method of stock 
control formerly used, this type of information would not have 
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been available, so that the inactive merchandise probably would 
have remained in stock. 

Because of the information which the stock records made 
available regarding the rapidity of sale and the length of time 
required for delivery, the company was able to purchase mer- 
chandise in smaller quantities than formerly. This was true also 
of pool purchases. The Harcourt Company often joined with - 
other wholesale grocery companies in the purchase of those 
commodities on which carload discounts were offered and which 
the company did not find it advantageous to buy in carload lots. 
For example, early in December, 1924, the company had in stock 
25 cases of one brand of canned milk which it had purchased in a 
pool car. The company did not sell the 25 cases until late in the 
following February. At that time the next pool order had not 
yet been made up and the company placed an order independently. 
On the basis of the rate of sales shown by the stock record, the 
company decided that five cases would be sufficient until it joined 
in the next pool car order. 

In another instance of pool buying the company ordered 
350 cases of a commodity in order to complete the carload order. 
The company placed that order on October 13, and at that time 
had 282 cases of the commodity in stock. Six weeks was the 
usual time required for the delivery of pool orders, although the 
time varied according to the make-up of the cars and was not 
controllable by any participant in the pool. On December 1, 
the company had 350 cases of the item in stock; thus its sales in 
the period from October 13 to December 1 had averaged 40 cases 
weekly. Between December 1, 1924, and February 2, 1925, the 
company sold 346 cases of the commodity, an average weekly 
sale of about 38 cases. When the buyer was to order again early 
in February, the commitments of the other wholesale grocery 
firms were large enough so that it was not necessary for the 
Harcourt Company to order so many cases as previously. He, 
therefore, ordered only 225 cases. This quantity was slightly 
less than the average requirements for six weeks’ sales. The 
company expected sales of the commodity to decrease in April 
because demand was seasonal. At that time, another pool order 
was being made up, and the company decided to order 175 cases 
only, as that quantity was sufficient to complete a carload. The 
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Harcourt Company obtained the same carload concessions on - 
the smaller purchases as on the larger. 

Use of the new stock record enabled the company to reduce 
materially the number of times that it did not have merchandise in 
stock to fill orders. The company lacked an item only when 
deliveries by manufacturers were delayed unexpectedly or when 
the buyer had given insufficient attention to the stock record. 

It was the company’s experience that three-fourths of an 
hour was required every Monday morning by each of the five stock 
men to count the quantity of merchandise in stock. The cost 
value of the company’s average inventory was $75,000 after the 
introduction of the stock records. 


CoMMENTARY: This case furnishes another good illustration of 
the inadequacy, for a buyer, of relying upon individual judgment 
unsupported by adequate data. The experience of the Harcourt 
Company in this matter is quite parallel to that of other companies of 
similar size.” 

The records which were devised were extremely helpful as far as 
they went. They constituted a very real advance over the condition 
existing previous to their installation. The company derived a con- 
siderable measure of usable data relative to slow-moving items and 
other pertinent information. 

There is little evidence in the context of the case as to supporting 
records if any. Consequently, any conclusions drawn must be based 
on the merits of these stock records, irrespective of any other informa- 
tion available to the buyer. Judged on this basis, it would appear 
that there was not adequate provision for summarizing the data in 
the most usable form. Nor does it appear what test, or tests, for 
determining the standards were followed. A further weakness arises 
because each year was apparently judged largely by itself. Compari- 
sons with other years undoubtedly could be made, but evidently only 
at some expense and trouble. 

It would appear, therefore, that, although the policy adopted was 
extremely helpful and did constitute a real advance over the previous 
situation, it was not one which yielded the largest measure of benefit. 
Summaries, standards, and comparisons with other years are all essen- 
tial to the permanent success of any well rounded plan for merchandise 
control. 


October, 1927 Wei 
*See page 407. 





Evanston Company! 


WHOLESALER—GROCERIES 


MERCHANDISING—Simplification of Line to Increase Rate of Stock-turn. 
Because he wished to increase the rate of stock-turn in the general gro- 
ceries department, the buyer of that department in a wholesale grocery 
company planned to analyze the inventories, purchases, and sales of the 
products in each line sold. Asa result of his analysis of the 23 items of a 
nationally advertised line carried by the department, the buyer decided 
to eliminate five slow-moving items of the line. 


PurcHASING—Reduction in Size of Purchase to Increase Rate of Stock-turn. 
Because he wished to increase the rate of stock-turn in the general 
groceries department, the buyer of that department in a wholesale 
grocery company planned to analyze the inventories, purchases, and 
sales of the products in each line sold. As a result of his analysis of the 
23 items of a nationally advertised line carried by the department, after 
eliminating five slow-moving items of the line, the buyer decided to 
purchase the remaining items in smaller quantities. 


(1925) 


In 1924, the general groceries department of the Evanston 
Company obtained a stock-turn of 4.8 times. As that department 
did not sell canned goods or dried fruit, items which usually were 
slow-moving, the buyer for the department, in March, 10925, 
concluded that it was possible to increase the department’s rate 
of stock-turn. He planned to analyze the inventories, purchases, 
and sales of the products in each line which the department sold, 
with a view to determining whether he should discontinue any 
items and whether he should purchase any in smaller quantities 
than he was then ordering. 

The Evanston Company, a wholesale grocery firm, was 
located in a southeastern city with a population of 70,000. The 
company’s salesmen called upon customers within a radius of 
175 miles of the city. Annual sales were about 2,000,000, 30% 
of which consisted of merchandise of the best quality obtainable, 
which the company sold under its private brand. In order to 
insure a supply of the products sold under its private brand, the 
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EXHIBIT I 
Evanston CoMPANY’S STOCKS AND PURCHASES OF KrispIn BRAND 





Krispin Brand Item 
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* Entries are in terms of cases. 
Numbers above dash are quantities ordered. 
Numbers below dash are quantities in stock. 


Returned merchandise shows only through increase in inventories. 
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Exuisit 1 (Continued) 
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company purchased them in larger quantities than it did other 
items. They, consequently, had a low rate of stock-turn. In 
order to offset the low stock-turn on its privately branded mer- 
chandise, the company sought to obtain a high rate of stock-turn 
upon nationally advertised staple products. 

The Evanston Company maintained two sets of records from 
which the buyers determined the quantities to buy and the dates 
upon which to purchase. One, an order record, provided for 
each item a card upon which were recorded the quantities ordered 
and the dates of the orders. If the merchandise was not to be 
delivered soon after it was ordered, the probable date of arrival 
usually was placed on the card also. The information upon this 
card was obtained from manufacturers’ invoices and from requisi- 
tion forms. 

The other records, the ones most commonly used, were stock 
sheets upon which were recorded the physical inventory of each 
item at intervals of about two weeks and the quantities ordered of 
each item. The quantity ordered was entered over the figure for 
the physical inventory in the column dated nearest to the time 
when the order was placed. Ordinarily, similar articles produced 
by several manufacturers were grouped together, by manufac- 
turers, and entered on the same stock sheet. 

One of the first lines of merchandise which the general groceries 
buyer analyzed was the Krispin? brand, under which were sold 
25 items, including cereals, flour, macaroni, spaghetti, and noodles. 
In 1924, the Evanston Company had carried in stock 23 of the 
25 items. ‘The records on the stock sheets of the Evanston Com- 
pany for the products in the Krispin line for the period from 
December 31, 1923, through March 3, 1925, are shown in Exhibit 1. 

On December 31, 1923, the company had had in stock 827 
cases of Krispin products. During 1924, there were delivered 
to the company 3,328 cases; at the end of the year go5 cases 
remained in stock. Thus, the company had sold 3,250 cases 
during 1924. The company’s average inventory of Krispin 
products during 1924, based on the beginning and ending inven- 
tories for that period, was 866 cases. Sales, in cases, divided by 
this average inventory gave a stock-turn for the line of about 3.8 
times in 1924. For the general groceries department as a whole 
the stock-turn, obtained by dividing sales in dollars by average 
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inventory in dollars, was 4.8 times. It was the opinion of the 
buyer that the stock-turn for the Krispin brand of products 
should be above the average for the department. He believed 
that on a nationally advertised brand of staple articles, such as 
those in the Krispin line, the company should obtain an annual 
stock-turn of at least 7 times. 

The buyer for the general groceries department decided that 
there was sufficient demand for items 1 to 6 of the Krispin line to 
justify the department’s continuing to stock them. Items 7 and 8, 
however, he decided to discontinue. The company had sold but 
5 cases of item 7 during the first 6 months of 1924. During the 
first week in July, 1924, the buyer had ordered to cases of atemmyy, 
and on March 3, 1925, these 10 cases still were in stock. Item 
8 had sold even more slowly. The company had sold none of 
that item during the first six months of 1924, but, in the first 
week of July, had ordered five cases, three of which were on hand 
in March, 1925, nine months later. 

Item 9 was a product for which there was a seasonal demand. 
During the 10 weeks following August 1, 1924, the company 
had sold 10 cases of that item. Because of the inability of the 
manufacturer to deliver promptly, however, five cases which the 
buyer had ordered on May 26 had not arrived until July 28. In 
order to have an adequate supply of this item on hand in 1925, the 
company purchased its requirements earlier in the year and, on the 
first of March, had five cases in stock. 

The company was to continue to sell items to and 11. During 
the first 5 months of 1924, it had sold approximately 49 cases 
of item ro. During the last 8 months of that year, the company 
had received 115 cases, of which it had sold go prior to December 
18, 1924. In January, 1925, the buyer had ordered 75 additional 
cases, and in March there were but 24 in stock. Although the 
sales of item 11 had not been so large as those of item 10, they 
had amounted to 45 cases during 1924. 

The buyer decided to discontinue item 12, of which the com- 
pany had sold only 8 cases during 1924. A minimum order of 5 
cases thus represented nearly 8 months’ supply. 

Item 13 had sold rapidly during the first 2 months of 1924, 
but there had been no demand for it following that time, and 
the company had carried none of it in stock. The company had 
sold 24 cases of item 14 during the year 1924. Although the 
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company had sold but five cases of this item during the first three 
months of 1925, the buyer believed that its 1924 record justified 
the company in continuing to stock it. Item 15 had not sold 
rapidly in 1924, but the company had sold 6 cases of it during 
the first three months of 1925. The buyer, therefore, decided to 
continue this item, as well as items 16 and 17, of which the com- 
pany had sold 74 cases and 239 cases respectively during 1924. 

Because the company had sold only 1 case of item 18 and 
4 of item 19 during the first 3 months of 1925, the buyer decided 
to discontinue them. ‘The company had in stock similar articles 
which other manufacturers produced and which sold much more 
easily and quickly than did the Krispin brand. The buyer had 
discontinued items 20 and 21 during 1924 and did not intend to 
restore them in 1925 unless a demand developed. He planned 
to continue items 22 and 23 in stock; the company had sold 458 
cases of the two items in 1924. 

Although the buyer of the general groceries department 
had discontinued 3 of the 23 items of the Krispin brand in 1924 
and had decided to discontinue 5 other items in 1925, the rate of 
stock-turn obtained from the line would not be increased materi- 
ally. The inventory of each item discontinued had been small. 
The buyer could effect a greater increase in the rate of stock-turn 
for the line by purchasing the merchandise in smaller quantities 
than formerly. 

The buyer attributed to two causes the large quantities of 
Krispin products which the company had had in stock through 
1924 and early in 1925. First, wholesalers’ orders for Krispin 
products ordinarily were not delivered for from six weeks to two 
months after date of order. Unless its customers requested 
immediate delivery, the Krispin Company did not make shipments 
to a city until there were sufficient orders from wholesalers in 
that city to make up a carload. For example, the 10 cases of 
item 16 and the 100 cases of item 17 which the Evanston Company 
had ordered during the first 2 weeks in January, 1925, were not 
delivered until the first week in March. 

The salesmen of the Krispin Company, when taking an order 
from the Evanston Company, often did not specify whether they 
had obtained sufficient orders in the city to ship a carload from the 
factory immediately. It frequently had happened that within 
two or three weeks after obtaining an order the salesmen returned 
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to solicit further orders. The buyer for the general groceries 
department, expecting his first order to arrive soon, had then placed 
another order for future delivery, learning later that the Krispin 
Company planned to deliver both the first and second orders at 
one time. For example, the 25 cases of item 22 which the Evans- 
ton Company had ordered on August 21, 1924, and the 50 cases 
ordered on October 18, 1924, both had arrived on November 24, 
1924. The 50 cases ordered on January 13, 1925, and the 35 
cases ordered on February 16 had not arrived by March 3, with 
the result that the company had none of this item in stock. The 
buyer expected the roo cases of item 23 which the company had 
ordered on January 26 and the 65 cases ordered on March 3 to 
arrive at the same time. 

The second cause of the large purchases of Krispin items was 
closely allied to the first. Frequently, when a salesman for the 
Krispin Company needed only 100 cases or so to complete a 
carload, he requested the buyer for the general groceries depart- 
ment to place an order for that quantity. Although the buyer 
often did not need so large a quantity as he was requested to order, 
he usually complied with the salesman’s request in order that the 
car might be shipped immediately. 

Prior to the latter part of 1924, the buyer for the general 
groceries department had not analyzed the results of the methods 
of shipment used by the Krispin Company. In order to obtain 
more satisfactory deliveries in the future, however, he decided, in 
March, 1925, to specify each time he placed an order with that 
company that the merchandise was to be shipped immediately. 
He also intended never to order quantities in excess of his needs. 
The buyer planned to compute, from the records for 1924 and the 
early part of 1925, the average monthly sales of each item in 
the Krispin line and to use those as bases for determining future 
needs. He planned to have in stock the first month after the 
study was completed, or as soon as possible thereafter, a six weeks’ 
supply of each of the items. In each ensuing month, he expected 
to place an order for one month’s supply of each item. 


CoMMENTARY: The Evanston Company was dissatisfied with a 
stock-turn of 4.8 times in the general groceries department and sought 
to increase this rate. The rate of stock-turn for wholesale grocery 
companies for 1923, as reported to the Harvard Bureau of Business 
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Research,? ranged from 3.5 times or less to 9.5 or more. The common 
figure for stock-turn for companies with net sales approximating 
those of the Evanston Company was 6 times in 1923. The Evanston 
Company desired an annual stock-turn of 7 times on at least one line 
of nationally advertised goods—namely, the Krispin brand. 

Generally speaking, wholesalers’ private brands do result in a 
slower rate of stock-turn than do nationally advertised goods. The 
department concerned in this case did not sell canned goods or dried 
fruits, items which are usually slow-moving, in the general groceries 
department, and the absence of such merchandise from the inventory 
of the department gave additional reason for careful analysis of the 
somewhat low stock-turn. 

The analysis conducted by the company and the scrutiny of its 
merchandise, item by item, was an excellent approach to the problem. 
This examination revealed the fact that it was probably wise to cease 
handling certain items. In the case of each of these items, however, 
the amount handled was small and the stock-turn, therefore, would 
not be materially increased by dropping them. This would suggest 
that the fundamental difficulty was elsewhere. 

The Evanston Company believed that at least part of this difficulty 
was due to conditions under which deliveries were made to it by the 
Krispin Company. In this, it was probably right in its criticisms of 
the policy of the Krispin Company. A wholesale grocer must expect 
to store merchandise for delivery to the retailer, but he also has the 
right to expect manufacturers to ship merchandise when it is ordered. 
It was unfair on the part of the manufacturer to expect the Evanston 
Company to overbuy in order to secure service to which it was entitled 
anyway—namely, prompt delivery. At times, the Evanston Company 
was compelled to wait from two to three months before receiving its 
merchandise. The decision to purchase in small quantities, adjusted 
to the actual needs of the Evanston Company, and to insist upon 
prompt shipment was only reasonable. 

In the absence of some data regarding operating expenses, it is 
impossible to make any analysis of the situation in relation to such 
expenses. Information as to the extent to which the Evanston brand 
competed with the Krispin brand, the attitude of the Evanston Com- 
pany’s salesmen toward competing brands, and the advertising policy 
pursued by the Evanston Company in support of its own brands would 
be needed for further analysis of the problem. The question also 
arises as to whether or not the Evanston Company had given due 
consideration to the trend toward hand-to-mouth buying as affecting 
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the amount of stock carried. A careful survey of the size of the area 
the Evanston Company was seeking to serve, might have revealed 
important facts as to whether there was too large a measure of concen- 
tration on “easy” accounts. 

The action of the company was sound and the conclusions reached 
were quite in accord with the analysis so far as it appears. 
October, 1927 He aie 


Lasan Company! 
WHOLESALER—GROCERIES 


MERCHANDISING—Computation of Savings from Quantity Discounts as against 
Increased Carrying Charges. The buyer for the general groceries 
department of a wholesale grocery company wished to determine whether 
the quantity discounts received for making large purchases compensated 
for the increased carrying charges incurred. After computing the total 
monthly carrying charges for the department on a basis of interest and 
insurance, the buyer made an analysis of the net profit to be obtained by 
taking quantity discounts on two items. As a result of the analysis, 
the buyer decided that the discounts more than compensated for the 
increased carrying charges. 


(1925) 


In 1924, the Laban Company, a wholesale grocery firm, adopted 
an accounting system by which it was able to ascertain the total 
expense incurred in the operation of each of its departments. 
In 1925, it desired to utilize this information in determining 
whether discounts offered by manufacturers for large purchases 
compensated for the increased carrying charges incurred because 
of the resultant lower rate of stock-turn. 

The Laban Company had annual net sales of about $2,500,000 
and a stock-turn of about 4.3 times a year. Its gross margin in 
1924 Was 13.5% of net sales; total expense, not including interest 
on owned capital, was 12.4% of net sales. Because of its strong 
financial condition, the company took advantage of all cash 
discounts and was able to borrow from banks ample capital for the 
operation of its business. The company always had taken all 
quantity discounts offered by manufacturers, whenever in the 
opinion of the buyer the quantity upon which the discount 
was offered was not too large for the company to purchase 
advantageously. 

The company maintained stock sheets upon which, at intervals 
of about 10 days, it recorded by items the physical inventories in 
units and the quantities purchased during such intervals, Pur- 
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chase cards, upon which the company noted the date and quantity 
of each purchase made, supplemented this record. While the stock 
sheets covered a period of from 12 to 18 months, the purchase 
cards frequently covered as long a period as 3 years. From the 
purchase cards buyers could ascertain the total quantity of each 
item purchased in each of the two or three preceding years. From 
the stock sheets they could learn the quantities on hand at the 
beginning and end of the year and the approximate average 
monthly sales, in units, of each item. The stock sheets also 
indicated the nature and extent of seasonal demands. 

In the first part of 1925, the company had available the 
results of an accounting system which departmentized merchandise 
purchases, sales, and inventories, as well as all items of direct 
or indirect expense. The buyer for the general groceries depart- 
ment was of the opinion that this information should be used to 
determine whether it was profitable for his department to incur 
increased carrying charges in order to obtain quantity discounts. 
The items to be included in carrying charges first had to be deter- 
mined. Rent had been allocated to each department on a basis 
of the ratio of the floor space required by the merchandise inven- 
tories in that department to the total floor space used by the 
company. ‘Taxes and insurance had been charged to each depart- 
ment on a basis of the ratio existing between the average merchan- 
dise inventories of the department and the total merchandise 
inventories of the company. 

If it were decided that rent, taxes, and insurance could be 
designated directly as carrying charges, the calculations would 
be as follows. The annual total of these three expenses would be 
calculated as a percentage of the average annual inventories 
valued at cost, and this percentage would be considered the annual 
cost, not including interest, of carrying the merchandise in stock. 
To this percentage would be added interest on the investment 
represented by the merchandise, computed at the average rate of 
interest which the company paid on its bank borrowings. The 
general groceries department’s monthly carrying charges cal- 
culated in this way were 1.05% of the average annual depart- 
mental inventory, as shown in Exhibit 1. 

The vice president of the Laban Company expressed the 
opinion, however, that rent should not be considered a cost of 
carrying merchandise. Any change one way or the other in the 
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method of purchasing individual items would neither permit the 
company to reduce its rent nor make necessary the engagement of 
outside storage space. It had been the company’s experience, 
furthermore, that local taxes fluctuated but little; the company’s 
assessments had been changed only once in several years. For 
these reasons, the vice president decided that carrying charges 
should consist only of interest and insurance. 


EXHIBIT I 


CALCULATION OF PERCENTAGE OF MONTHLY CARRYING CHARGES OF 
GENERAL GROCERIES DEPARTMENT OF LABAN COMPANY TO 
AVERAGE ANNUAL DEPARTMENTAL INVENTORY—BASED ON 

RENT, TAXES, INSURANCE, AND INTEREST 





Total rent allocated to general groceries department............+-+--+++- $ 3,611 
Total taxes allocated to general groceries department.............---.-- 2,392 
Total insurance allocated to general groceries department.............-- 496 
"Tot alice aes Geo ae Tae ae RR ct eres yee tae Sich ae onge pa kG $ 6,499 
Average of beginning, middle, and ending inventories at cost in general 
groceries department... ..........-- cece eee eee eee eee e ete eerees $91,759 
Percentage of rent, taxes, and insurance to average inventory............ 7.08% 
Average annual interest rate.... 1.2... 20 eee eee eee ee eee ences 5.50% 
Percentage of total annual carrying charges to average inventory........ 12.58% 
Percentage of total monthly carrying charges to average inventory....... 1.05% 


The company recognized that calculations based entirely 
upon these two items of expense would not be absolutely correct. 
For example, if the total inventory which the company main- 
tained were reduced by 25%, the number of men required for the 
supervision of warehouses and merchandise would be decreased. 
A material decrease in the total inventory accompanied by more 
frequent purchases of smaller quantities would result, on the 
other hand, in increased unit costs of inward cartage, handling, 
and billing. 

Since the company was able to borrow ample capital, the 
question was not raised as to whether the use of additional capital 
to obtain quantity discounts would detract from the possibility of 
purchasing other lines on which added net profits might be secured. 

A reduction in stocks would increase the possibility of the 
company’s not having in stock merchandise ordered by customers. 
Losses incurred as a result of delayed deliveries or inability to 
deliver could not be measured. 

The total monthly carrying charges for the general groceries 
department, calculated on a basis of interest and insurance alone, 
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amounted to .5% of the average annual departmental inventory, 
as shown in Exhibit 2. 


EXHIBIT 2 
CALCULATION OF PERCENTAGE OF MONTHLY CARRYING CHARGES OF 
GENERAL GROCERIES DEPARTMENT oF LABAN CoMPANY, TO 
AVERAGE ANNUAL DEPARTMENTAL INVENTORY—BASED ON 
INSURANCE AND INTEREST 
Average of beginning, middle, and ending inventories at cost in general 





BLOcerIes epartmen tran eee Mee er NEM an at RI Rb ni Tbe Sheek $91,759 
Total insurance allocated to general groceries depaktmenty eae ner 496 
Insurance as percentage of average SRVERTOLY oka. A tate t. ee ceen -5% 
avermpeatintal interest cates, ena wes ee Bere ol Fee Ro Je one Se5 
Percentage of total annual carrying charges to average inventory........ 6.0% 
Percentage of total monthly carrying charges to average inventory....... SG 


The buyer reasoned that in determining the carrying charges 
incurred by large purchases, the company should remember 
that normally it expected to carry in stock about a month’s supply 
of most items. That is, if the quantity purchased were a four 
months’ supply, the carrying charges for four months should not 
be used as a basis for judging the profit to be obtained from 
the quantity discount; before the carrying charges were cal- 
culated, one month’s supply should be subtracted from the 
quantity considered. 

On this basis, the company analyzed, for the purpose of 
determining the net profit to be obtained from taking quantity 
discounts, two items which were stable in price,? which were not 





? Price fluctuations had to be given careful consideration in such an analysis of 
individual items. The general nature of fluctuations in wholesale and retail food 
prices is indicated by the following data: 


WHOLESALE AND RETAIL Foop Price INDEXES* 
(1913 = 100) 




















1923 | 1924 | 1925 
Wholesale | Retail | Wholesale | Retail | Wholesale | Retail 

I4I 144 143 149 160 154 

I4I 142 143 147 157 I51 

143 142 I4I 144 I59 I51 
144 143 137 141 
144 143 137 141 
142 144 136 142 
141 147 139 143 
MUG USt ener ietaisisocie ween 142 146 144 144 
September... .6.0.¢.000 147 149 148 147 
October srrecncrisie seca 148 I50 152 I49 
November aescesieusiee + 148 I51 154 150 
Mecemibet ence eceleisirsse I47 150 158 152 
AVETA RC aren eiaisve sie.sieror 144 146 144 146 





* Source: Standard Daily Trade Service—Statistical Bulletin, Second Quarter, 1925, pp. 37 
and 35. 
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subject to deterioration, and which showed satisfactory net 
profits. The company’s calculations are shown in the following 
two examples. The first example is of a commodity which cost 
$2.25 a case, of which the company sold 25 cases each month, 
and on which the manufacturer gave a discount of 15 cents a 
case for purchases in roo-case lots. The second example is of a 
commodity costing $5 a case, of which the company ordinarily 
sold 32 cases a month, and of which the company was required to 
purchase roo cases in order to obtain a discount of 1214 cents a 
case. Satisfactory deliveries on these items could be obtained for 
purchases in either large or small quantities. The company did 
not contemplate making any changes in the resale prices. 


ComPUTATION OF NET SAVINGS RESULTING FROM PURCHASE OF Two 
SAMPLE COMMODITIES IN QUANTITIES LARGE ENOUGH TO TAKE 
MANUFACTURERS’ QUANTITY DISCOUNTS 


Example 1 

$2.25 per case, 25 cases purchased each month = $225, cost of 4 months’ sales 
$2.10 per case, 100 cases purchased at one time = 210, cost of 4 months’ sales 
Total saving by taking quantity discount...... $ 15 

Calculation of carrying charges on purchase of 100 cases: 

75 cases at $2.10 1 month = $157.50 

i; Op anE= LO eps I05.00 


“ ““c “cr ce 


25 2.10 
Total extra capital required 
during period to obtain 


quantity discount......... $315.00 
$315 X .5% (percentage of carrying charges to average inventory, Exhibit 2) = 
$1.58 = carrying charges 
$15 — $1.58 = $13.42 = net saving 
$13.42 + $225 = 5.96% = saving on cost of 4 months’ sales; this 5.96% is the 
actual saving based on the original cost of 4 months’ sales, which was $225. 


52.50 


Example 2 


$5 per case, 32 cases purchased each month $500.00, cost of 314 months’ 
sales 

$4.8734 per case, 100 cases purchased at one time = 487.50, cost of 34g months’ 

al 


sales 





Total saving by taking quantity discount, $ 12.50 
Calculation of carrying charges on purchase of 100 cases: 


68 cases at $4.8714 1 month = $331.50 
30 “c “cc 4.8744 ce “ = 175.50 
4 “ 6 4.8744 “ “ as 19.50 


Total extra capital required dur- 
ing period to obtain quantity 
GiscouUntad-aerccror see oer ere $526.50 
$526.50 X .5% = $2.63 = carrying charges 
$ 12.50 — $2.63 = $9.87 = net saving 
$9.87 + $500 = 1.97% = saving on cost of 3}4 months’ sales; this 1.97% is the 
actual saving based on the original cost of 334 months’ sales, which was $500. 
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The commodities used in these calculations were of such 
nature that their sales could not be increased advantageously. 
The buyer decided that, despite the lower rate of stock-turn and 
the resultant carrying charges involved, he would continue to 
purchase these articles in quantities large enough to obtain 
quantity discounts. He intended to analyze similarly all items in 
his department on which quantity discounts were offered. 


ComMENTARY: It would appear that, so far as the decision in the 
case of the two commodities here analyzed is concerned, the action 
of the company would not have been affected by its judgment on 
whether or not to include rent and taxes in its analysis. In these 
particular instances, a distinct saving was made by taking quantity 
discounts, whichever method of computation was used. It should 
be noted that the question was not whether or not these two items were 
properly charges against the business, or whether or not they should 
enter into price. Specifically, it was a question of the comparative 
costs of two contrasting policies as related to individual items, and also 
a question as to the proper distribution of expenses. 

The company itself called attention to the fact that its computation 
was not altogether accurate when the items of rent and taxes were 
omitted. It would appear that a further possible source of error was 
not considered. If the company were to abandon the practice of taking 
discounts in its general groceries department, it would then appear 
that the total figures in Exhibit 1, so far as rent and taxes were con- 
cerned, would be reduced to some extent. As an item in itself, this 
reduction might or might not prove large. However, in the distribution 
of expenses and in the relation of that distribution to the margin of 
saving, it is conceivable that the results might be rather far reaching. 
While it is true that the total rent for the company and the total taxes 
charged against the company might not be reduced, yet the allocation of 
expense as between the general groceries department and other depart- 
ments obviously might be different. If the policy of buying for three 
or four months in advance were abandoned, the reduction in the 
amount of rent and taxes charged to this department might be between 
25% and 50%. 

It should also be noted that, if the company continued to take these 
discounts and carry several months’ supply in stock, the speculative 
element would be considerably larger than under the other policy. 
Increases or decreases in the marketing price would obviously have 
material effects upon the company’s financial status. This factor does 
not appear to have been considered. It may be that the Laban Com- 
pany chose to decide the question solely on a basis of saving in ware- 
house expense. 
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Another aspect of the question which is not considered is the relation 
of the wholesaler to the manufacturer in so far as the storage function 
is concerned. If the Laban Company should decide to abandon its 
policy of taking discounts, it would obviously shift a considerable 
portion of the storage function back upon the manufacturer. The 
consequences of this proceeding might be very interesting. It is usually 
considered that the storage function is properly performed by the 
wholesaler. In so far as he shifts the burden of this and other func- 
tions to the manufacturer, he is to that extent weakening his position 
as a factor in the distributive process. 

October, 1927 Hate: 


THOREAU Company! 


WHOLESALER—GROCERIES 


MERCHANDISING—M anufacturers’ Brands Partially Replaced by Private Brand. 
A wholesale grocery company learned that it could obtain canned milk 
from two canners at a price which would allow it to sell the milk under 
its own brand with a higher gross margin than it received on manufac- 
turers’ brands. The company decided, therefore, to begin selling canned 
milk under its established private brand and gradually to eliminate as 
many of the manufacturers’ brands as possible. 

(1924) 


The Thoreau Company, a wholesale grocery firm which sold 
a general line of groceries, discouraged the sale of items on which 
it obtained a low gross margin, concentrating sales efforts upon 
merchandise which yielded a high gross margin. The company 
desired to increase the proportion of merchandise sold under its 
private brand, especially of that merchandise under its private 
brand on which the gross margin was high. The company never 
had placed its own brand upon canned milk; competition on 
nationally advertised brands of canned milk was keen, and gross 
margin on the article was small. In the latter part of 1924, 
however, the company contemplated selling canned milk under 
the Thoreau brand. 

The Thoreau Company operated in a southern city with a 
population of more than 250,000. Under its private brand the 
company sold coffee, tea, canned goods, and some bottled goods. 
It was spending about $25,000 annually in advertising this 
private brand in local newspapers. Total annual sales of the 
company were about $2,250,000, approximately 214% of which 
were of canned milk. Total gross margin in 1924 was 13.25% 
of net sales; and total expense was 13.2%. The annual rate 
of stock-turn for the company as a whole was about 414 times. 
The company divided merchandise purchases, sales, and inven- 
tories into departments, one of which was the canned milk 
department. 
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Salesmen of the Thoreau Company received percentages of 
the adjusted gross margins obtained from their sales. The 
executives analyzed the sales of each salesman and used these 
analyses in determining for each department the trend of sales 
and the proportion which the department’s sales were of total 
sales. Each buyer had stock records upon which were recorded 
by items the quantities and the dates of merchandise purchases 
and receipts, and, for each item of merchandise, the physical 
quantity in stock at the first of each week, 

Competition between manufacturers of canned milk was keen. 
It was usual for the manufacturers to send missionary or specialty 
salesmen into the company’s territory. These salesmen actively 
solicited retailers, giving the orders secured to the wholesalers 
from whom the retailers ordinarily purchased. Because of the 
competition which its customers encountered from chain stores, 
the Thoreau Company had to sell manufacturers’ brands of 
canned milk upon a low gross margin. The company did not 
sell to chain stores. 

In June, 1924, the Thoreau Company was selling canned milk 
under nine manufacturers’ brands, most of which were advertised 
nationally. The company sold two of the brands in one size 
only; four, in two sizes; and three, in three sizes. Its total sales 
of canned milk during the first 6 months of 1924 had been 5,195 
cases; the average inventory had been 768 cases. Selling 
prices of canned milk to retailers were subject to seasonal 
and local variations; the company was able to obtain an 
average annual gross margin of about 5% of net sales on manu- 
facturers’ brands of milk. At times the gross margin was as low 
as 343%. 

As an attempt to stabilize selling prices of canned milk at 
a level which would yield a higher gross margin, the company 
contemplated selling canned milk under the Thoreau brand, 
which had been established on other products and which the 
company was advertising. 

The Thoreau Company investigated the reputations of various 
large canners who already were selling canned milk under their 
own brands. It obtained samples of milk from those manu- 
facturers whose reputations for quality and service were satisfactory 
and it analyzed the samples to determine their butter fat content. 
On a basis of this analysis and the results of the investigation of 
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the canners’ reputations, the company chose two canners with 
whom to negotiate. 

The company learned that it could purchase milk from those 
canners at a price 25 cents a case less than the price at which they 
sold milk bearing their own brands. The canners were willing, 
furthermore, to make an allowance of 5 cents a case for the 
omission of their own labels. As the labels which the Thoreau 
Company expected to place upon the milk cost 12 cents a case, 
the total cost to the Thoreau Company of the canned milk would 
be 18 cents a case less than the price of the canners’ brands. 
Consequently, the average gross margin which the company 
could realize on milk sold under its own brand would be nearly 
10% of net sales, as contrasted with the average of 5% obtained 
upon manufacturers’ brands. 

The company learned also that occasionally, in periods in 
which the supply of milk was large, the canners were willing to sell 
milk to wholesalers, for sale under the wholesalers’ brands, at 
prices as much as 50 cents a case lower than the prices at which 
the canners sold their own brands. The wholesale grocery com- 
panies which had private brands could reduce correspondingly 
their prices to retailers, therefore, and enable the retailers to sell 
the wholesalers’ brands of milk at the same price at which chain 
stores were selling nationally advertised brands of milk. Under 
these circumstances, the retailers would receive fair gross margins 
from sale of the wholesale grocery companies’ private brands of 
milk, even though the chain stores were selling nationally adver- 
tised milk approximately at cost. The Thoreau Company also 
found that each order which it placed with canners for milk to be 
sold under its private brand would have to constitute at least 
one carload, approximately 750 cases. 

The company decided to sell milk under its private brand 
and to devote a portion of its advertising appropriation to that 
milk. Late in October, 1924, the company placed the first order, 
for 1,400 cases of cans of the most popular size only. The com- 
pany received the milk in the week preceding November 16, and on 
November 16 had an inventory of 1,000 cases. The company 
instructed its salesmen to sell its own brand of milk whenever 
possible. On December 4 the company’s inventory of private 
brand milk was 274 cases. 
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Inventories and purchases, in cases, of manufacturers’ brands 
of milk during 1924 and part of 1925, were as shown in Exhibit 1. 

During the last 6 months of 1924, the company sold 6,069 
cases of milk, of which 4,943 cases were under manufacturers’ 
brands. Thus, while the sale of manufacturers’ brands during 
that period had decreased by about 250 cases from sales during 
the preceding 6 months, total sales had increased by 874 cases. 
During the first 5 months of 1925, the company’s total sales of 
canned milk equalled 4,779 cases, of which 2,716 were under 
manufacturers’ brands and 2,063 under the company’s private 
brand. The company paid about $4.25 a case for the milk which 
it sold under its private brand, and sold the milk at prices ranging 
from $4.60 to $4.75 a case, thus taking a gross margin of from 
7.5% to 10.4% of sales. 

The Thoreau Company’s sales of some of the manufacturers’ 
brands had remained high, but the sales of others had decreased 
sharply. The company did not intend to repurchase those brands 
of milk, sales of which had decreased sharply. By the first of 
May, 1925, the company had in stock no milk of brands 4, 8, or 
9; the company intended to sell what stock it had of brands 5 and 
7, not reordering when the stocks became depleted. Thus, the 
company would have in stock only four manufacturers’ brands of 
canned milk in addition to its own. If at any time the sales of 
one of these manufacturers’ brands decreased materially, the 
company planned to eliminate that brand from its stock. The 
company expected to continue to place sales emphasis upon 
the Thoreau brand of milk. 

In October, 1927, after two years’ experience of selling its 
private brand of canned milk, the Thoreau Company was satisfied 
with the results of its change in policy. During that time sales of 
its own brand of canned milk had steadily increased, and in 
October it was receiving that milk at the rate of a carload about 
every 10 days, at lower prices than it had first received. The 
manufacturers’ brands of milk which it was still carrying were 
being bought in 25-case lots, except in the case of one brand, which 
was bought in 10o-case lots. Because the company was able to 
buy can labels in larger quantities at a time, the cost of the 
labels had been reduced by $1.50 a thousand. ‘The retailers to 
whom the company sold the milk had been able to meet the 
competition of chain stores and at the same time to make a fair 
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profit. The company believed that the advertising of its own 
brand, which it had consistently carried on in its local territory, 
had contributed largely to the increase in its sales of milk bearing 
that brand. 


CommeENnTARY: This case describes a wholesale grocery company 
that was successful in securing a higher rate of stock-turn on its private 
brands than it enjoyed on several competing manufacturers’ brands. 
This is not the usual situation, for, generally speaking, wholesalers’ 
private brands turn more slowly than manufacturers’ brands, primarily 
because of the necessity of purchasing in larger quantities in order 
to secure satisfactory quality and price. In some instances, indeed, as 
in the case of the Evanston Company,” manufacturers’ brands are 
carried primarily in order to increase the average rate of stock-turn. 
Moreover, it is worthy of note that a notoriously slow-moving line— 
canned goods—provided a substantial volume of the Thoreau business, 
while such goods were not carried by the Evanston Company at all. 

The reason for this more rapid stock-turn in the Thoreau Company 
was evidently the special emphasis placed by an aggressive sales organ- 
ization on the private brand. It may be noted, also, that emphasis 
was placed on merchandise yielding a high gross margin, a policy that 
at times may be open to question. Furthermore, the Thoreau Com- 
pany dropped five very slow-moving manufacturers’ brands entirely, 
retaining only four of the nine brands originally carried. 

On a basis of the particular conditions, the policy of the company 
was undoubtedly sound. It should be noted that the company would 
not have been able to pass on the desirability of the proposed policy 
had it not maintained an adequate system of merchandise control. 


October, 1927 BRE 


2 See Evanston Company, page 415. 





CLARK Pump Company! 


MANUFACTURER—GASOLINE PUMPS 


ADVERTISING—To Develop Brand Recognition among Consumers. Because 
of the apparent success of one of its competitors in using consumer 
advertising, the company, a manufacturer of gasoline pumps, contem- 
plated advertising to gasoline purchasers also. An advertising agency 

engaged by the company recommended that the company advertise its 
pumps in a general, weekly magazine with national circulation in order to 
develop consumer recognition for them. The agency presented a market 
analysis and campaign plan. 


(1927) 


The Clark Pump Company, one of the largest companies in 
the industry, manufactured and sold throughout the United States 
gasoline pumps of high quality. In 1927 the executives of the 
company considered spending $75,000 for consumer advertising 
in one of the leading weekly magazines as a means of increasing 
sales and of building prestige for Clark pumps. 

The Clark Pump Company distributed its products through 
sales branches. Each branch was superintended by a manager, 
who was responsible for the sales of his branch. The salesmen, 
who were paid on a salary and commission basis, called upon all 
potential purchasers of gasoline pumps in their territories. The 
company had never done any consumer advertising, but it spent 
about $30,c00 annually in advertising to the trade directly by 
mail and in trade papers. 

The Clark Pump Company manufactured eight models of 
gasoline pumps. These models were divided, roughly, into two 
classes, all-metal pumps and visible pumps. An all-metal pump 
was a piston pump which registered the gallons pumped by a 
dial and needle located upon the outside of the pump. A visible 
pump was an air-pressure pump which registered the gallons by 
means of the contents of a glass container on the top of the pump. 
The larger proportion of the sales of the Clark Pump Company 
were of all-metal pumps. 
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The pumps manufactured by the Clark Pump Company had 
no patented features to give them a competitive advantage over 
other makes of pumps. Since the pumps lacked any such fea- 
tures, the most important selling points for them were their 
excellence of manufacture, the ease and accuracy of their operation, 
their dependability, and the service and cooperation rendered by 
the Clark Pump Company to the purchaser. Although the com- 
pany sold most of its pumps under the brand name “‘Clark,”’ the 
name was not displayed prominently, but was stamped into the 
iron casement of the pumps and also was printed on the dial face of 
the metal pumps. If a pump was repainted by the purchaser, 
the trade-mark on the casing was scarcely distinguishable. Fur- 
thermore, the design of the pumps sold under the trade name 
did not distinguish them from other brands of pumps. The 
company manufactured a few pumps in distinctive designs at 
the request of large purchasers who used the designs of the 
pumps to identify their brands of gasoline in the minds of 
consumers. The prices of Clark pumps were approximately 
the same as the prices of competing pumps of similar quality 
and construction. 

Gasoline pumps were bought by independent retail distributors 
of gasoline and by large oil companies which distributed gasoline 
either under their own brands or under the brands of producing 
petroleum companies. Independent retail distributors of gasoline 
were of three types: owners of automobile accessory stores or 
other retailers who installed gasoline pumps on the curbs in front 
of their stores; garages that usually operated one or more pumps 
as a convenience to their customers; and individually owned fill- 
ing stations that usually were conducted in conjunction with some 
other type of retail business. There were more independently 
owned filling stations in rural districts than in metropolitan 
districts. 

There were three types of oil companies: national oil com- 
panies, which owned oil wells and operated on a national scale; 
sectional oil companies, which operated in two or more states; 
and local oil companies, which operated in one or more cities. 
The sectional and local companies usually did not own wells but 
bought gasoline from the larger petroleum refining companies. 
The executives of the Clark Pump Company believed that in the 
order of their importance as purchasers of pump equipment, the 
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national oil companies ranked first, the local companies ranked 
second, and the sectional companies ranked third. 

Oil companies bought pumping equipment in large quantities. 
These companies either used the pumps in their own filling sta- 
tions or leased them to companies controlling filling stations. In 
some cases the oil companies bought pumps for resale to inde- 
pendently owned filling stations. This practice was largely con- 
fined to the Pacific Coast. 

In accordance with the belief of executives of the Clark Pump 
Company that the importance of oil companies as outlets for gas- 
oline pumps was increasing and that the sale of pumps to inde- 
pendent retail distributors was decreasing, the company, about 
five years prior to 1927, had started directing its most aggressive 
sales efforts toward oil companies. Oil companies were dependent 
for their sales of gasoline upon filling stations located at easily 
accessible points. Independently owned stations were not always 
placed in the best locations and frequently changed the brands 
of gasoline that they sold. Oil companies, furthermore, could not 
control sales of independently owned filling stations in regard 
to accurate measurement and freedom from adulteration. Conse- 
quently, the oil companies, in order to insure permanence of their 
sales outlets and also to insure control over the sale of their gaso- 
line, were being forced either to operate their own filling stations 
or to control their filling stations by leasing the stations or their 
equipment to selected operators. 

The Clark Pump Company had shaped its marketing policy to 
conform with the buying habits of oil companies. The oil com- 
panies, so the executives of the Clark Pump Company believed, 
used the gasoline pump as an integral part of the marketing plans 
for their gasoline. The pump performed the same functions in 
the sale of gasoline that the package performed in the sale of 
other bulk products; namely, advertised the gasoline at the point 
of purchase, identified the brand of gasoline, and insured the 
purchaser of accurate measurement, cleanliness, and quick serv- 
ice. As a result of this belief, the Clark Pump Company had 
made no attempt to establish consumer brand discrimination for 
its own products but instead had pursued the opposite policy. 
Clark salesmen pointed out to prospective purchasers that the 
unusually large flat surface in the casing of Clark pumps was 
especially designed for display purposes and that the trade-mark 
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of the Clark Pump Company was subordinated in order that it 
might not conflict with the display of the trade-mark of the brand 
of gasoline. The Clark Pump Company had sought to win the 
confidence of the oil companies through the assurance that it 
would cooperate in every way possible to produce a pump which 
would meet their marketing requirements. By sales demon- 
strations and by direct-mail and trade paper advertising to oil 
companies and filling station operators the company had sought to 
win recognition for its pumps among pump users on the grounds of 
speed, accuracy, dependability, and low servicing cost. During 
the five years in which this policy had been followed, the 
sales of the Clark Pump Company had showed a satisfactory 
increase. 

Competition among manufacturers of gasoline pumps was keen. 
There were six manufacturers who made pumps which were, in 
many respects, similar to those made by the Clark Pump Com- 
pany. Five of these manufacturers had sales policies which 
paralleled that of the Clark Pump Company. The sixth com- 
petitor, however, had followed a policy which was the antithesis 
of this. This competitor had standardized production upon a 
distinctive model of visible pump and had advertised that pump 
extensively to consumers as the most accurate measuring pump 
made. In its approach to oil companies this competitor stated 
that its consumer advertising had created so much confidence in 
its pump as an accurate means of measuring gasoline that the oil 
companies must install this brand in order to hold the goodwill 
and confidence of their customers. The growth in sales which 
this competitor was reported to have experienced caused the 
executives of the Clark Pump Company to consider whether 
consumer advertising would also increase the sales of Clark 
pumps, by winning for them, among purchasers of gasoline, 
recognition of the accuracy which the executives knew they 
possessed. 

Certain executives of the company were of the opinion that 
consumer advertising would achieve the desired increase. They 
believed that consumer advertising would create nation wide 
prestige for Clark pumps and thereby win the confidence of 
gasoline purchasers in their accuracy of measurement. Should 
consumer advertising do this, the oil companies would be able to 
trade upon the prestige of Clark pumps by stating that they used 
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Clark pumps in order to insure their customers the utmost pro- 
tection in accuracy of measurement. This advertising, further, 
might be expected not only to counteract the national advertising 
of competitors, but, at the same time, to conform to the market- 
ing policy of the Clark Pump Company, by giving to oil com- 
panies an additional sales advantage which they in turn could 
use in selling their brands of gasoline to consumers. It also 
might be expected to react upon the operators of filling stations 
and thereby cause them to demand Clark pumps from the oil 
companies. Then, too, a nation wide recognition of the accuracy 
of measurement of Clark pumps among purchasers of gasoline 
would aid in evening the distribution of the company, which in 
some territories was spotty. 

Other executives of the company, on the other hand, believed 
that purchasers of gasoline rarely noticed the brand of pump used 
by a filling station. These executives held that purchasers relied 
upon the filling station and the gasoline company to provide them 
with accurate measurement and protection against adulteration. 
The filling station operators recognized this attitude on the part 
of purchasers and consequently could not be influenced to demand 
a specific brand of pump from the oil company by any con- 
sumer advertising which the Clark Pump Company might do. 
Filling station operators, in the opinion of these executives, were 
influenced in their selection of pumps chiefly by price, speed, 
accuracy, and dependability. These qualities, characteristic of 
Clark pumps, could best be brought to their attention by the sales 
promotion activities then being used by the Clark Pump Com- 
pany. These executives further believed that consumer adver- 
tising would antagonize the oil companies because it would 
tend to place more emphasis upon the pumps than upon the 
gasoline. 

An advertising agency, however, was employed to report upon 
the feasibility of advertising Clark pumps to consumers. The 
agency was to determine whether consumer advertising could 
create among purchasers of gasoline a sufficient recognition for 
the accuracy and dependability of Clark pumps to be effective in 
increasing sales and prestige. After making an investigation, 
the agency recommended that the company undertake an exten- 
sive advertising campaign in the Saturday Evening Post. 

The edited report submitted by the agency follows: 
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SUMMARY OF FIELD INVESTIGATION 


Introductory 

In accordance with our convictions that a sound advertising plan 
must be based on accurate knowledge of trade conditions and the par- 
ticular problems that confront a manufacturer, one of our first steps in 
the preparation of this plan was to conduct through our Commercial 
Research Department a comprehensive field investigation. This survey 
had two main purposes: first, to secure first-hand information on the 
market for gasoline pumping equipment, buying practices, and circum- 
stances of use; and second, to ascertain the reaction of those who have a 
direct or indirect interest in gasoline pumping equipment to the various 
ideas and suggestions that we had under consideration for the promo- 
tion of your product. In other words, it was our aim to reduce to 
proven facts, in so far as practicable, the recommendations embodied 
in this plan. 


Scope of investigation 

Personal calls were made by our investigators on oil companies, who 
are the buying factors for pumping equipment; on gasoline filling sta- 
tions, operators, and garages, who are the users of pumps; and on car 
owners, who are served by gasoline pumping equipment. All sections 
of the country were covered in this investigation. 


Brands of pumps encountered 

In addition to your own, our investigators encountered 21 brands of 
gasoline pumps in the course of the investigation. Some of these were 
found at only one or two places, while others were mentioned as in use 
by a number of oil companies and gasoline station operators. 


Number of brands oil companies buy 

It appears to be the general practice of oil companies not to confine 
their pump purchases to one manufacturer, but to buy from one to three 
concerns. ‘There were a few who stated that they used only one pump, 
while at the other extreme, several spoke of buying as many as four or 
five brands but the great majority divide their pump purchases among 
two or three companies. 

Some oil companies standardize on one pump for use at the stations 
which they operate themselves, but buy various other brands to be 
supplied to independent dealers that they serve. 


Present tendencies in the retailing of gasoline 

According to Mr. Ayre? of the Gasoline Topics Magazine? there are 
several noteworthy developments taking place in the retail distribution 
of gasoline. 

For one thing, the filling station is constantly growing in importance, 
as the main outlet for gasoline. This is due to the fact that car owners 
find it more convenient to purchase gasoline from a filling station than 
from a garage, automobile service station, or the other miscellaneous 
types of dealers. Some confirmation of this is found in the statements 
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of various garages which were interviewed to the effect that they do not 
sell as much gasoline today as they formerly did. 

A second change is that represented by the tendency of oil com- 
panies to own and operate their own service stations, or at least estab- 
lish service stations on a basis which will enable them to exert some 
supervision and control over them. 

One of the reasons for this, is that independent dealers are con- 
stantly switching from one brand of gasoline to another, which neces- 
sitates frequent changes of pumps and entails considerable expense 
to the oil company. Moreover, an oil company is more certain of 
securing advantageous locations and attractive places of business by 
taking the initiative in placing filling stations. 

A final important development in the oil industry is the growth of 
the independent companies. It is estimated by Mr. Ayre that at the 
present time only 35% of total gasoline sales is being retailed by the 
Jones Oil Company? and the large independents; the remaining 65% 
of the business is in the hands of the smaller independent companies. 


Number and types of oil companies 

Figures compiled by the Gasoline Topics Magazine place the number 
of oil jobbing companies in the United States at 7,000. 

Included as oil jobbing companies are those concerns that market 
gasoline under their own brand names as well as concerns that function 
simply as distributors for some well-known gasoline. Both types of 
oil jobbers are purchasers of gasoline pumping equipment, although in 
some cases it appears that an oil distributor is able to buy pumps at a 
better price from the gasoline company than from the pump 
manufacturer. 

Number of outlets for gasoline and number of pumps in use 

An estimate of the number of outlets for gasoline and the number of 

pumps in use, submitted by this publication, is as follows: 


75,000 filling stations averaging 3 pumps each... . 225,000 pumps 
100,000 garages, repair shops, etc., averaging 
Boe PULIDS CAC nmin nie ls sd, 150,000 pumps 


75,000 hot-dog stands, grocery stores, general 
stores, and miscellaneous types averaging 
slightly over one, PUMP ACh ons. ee ea 100,000 pumps 


The total number of pumps in use would seem to be in the neigh- 
borhood of from 450,000 to 500,000. 

The number of filling stations is said to be increasing at the rate 
of from 10% to 15% a year, to which must be added in estimating 
the annual market for pumps, the replacement business and the influ- 
ence of certain changes such as the introduction of high test and 
specially treated gasoline, which results in two pumps being used 
where only one has been. 
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Factors which influence the purchase of pumps 

The points most frequently mentioned by oil companies as the ones 
to which they attach greatest importance in selecting pumps are: first, 
quality, which refers to accurate and dependable operation with the 
minimum of repair service; second, price; third, service—by which is 
frequently meant the proximity to the manufacturer and his ability 
to make prompt deliveries. 

The general reputation of the manufacturer and the pump, ease of 
operation, and speed of pumping were other factors that were 
mentioned. 

Considerable preference was expressed for the visible, air-pressure 
type of pump, though this was by no means universal, and itis note- 
worthy that a number of oil companies use the piston type of pump 
exclusively at their own filling stations. 

Due to the fact that pumps are the property of the oil company, 
independent dealers who have them on a lease basis are said to neglect 
taking good care of them, and consequently the serviceability of a pump 
is highly important to the oil company. 


Qualities about pumps desired by station operators 

The points about pumps which chiefly interest the station operator 
are speed and ease of operation. His main concern is to serve customers 
quickly and with the minimum of physical effort. Accuracy was 
mentioned by some as an essential quality, though, for the most part, 
this seems to be taken for granted and assured in the final analysis by 
the state or city inspector of weights and measures. 

Good appearance and durability were also spoken of as qualities 
desired ina pump, and particularly at the large and busy service stations 
where it is necessary for the manager or proprietor to keep an eye on 
all that is going on around him, the slender type of pump is preferred 
because it obstructs the vision less. 

Among some dealers, and in certain localities, the popularity of the 
visible type of pump is quite pronounced, and in some states it is 
reported that the visible pump is required by law. 


Brand consciousness among filling station operators 

Among independent dealers, that is, those who have pumps on lease 
from oil companies, brand consciousness, so far as pumps are concerned, 
is in evidence to only a slight degree. A great many appear quite 
indifferent both as to the type and brand of pump which is supplied, and 
even where a certain type such as the visible is desired, the preference 
of a dealer seldom extends to a particular brand as well. 

It seems to be generally assumed by dealers that all reputable oil 
companies furnish satisfactory pumps, and it is rare for the brand of 
pump to be a serious consideration in negotiating with an oil company 
to handle its gasoline. 

Although somewhat exceptional, there are instances where dealers 
have requested an oil company to supply some specific brand of 
pump. 
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Oil companies themselves state that they occasionally get requests 
from dealers for a certain brand of pump and they generally endeavor 
to give a dealer what he wants if he appears reasonable. Thus, if a 
dealer asks for pumps which they handle regularly, his wishes will 
readily be observed; otherwise, the chances are that the oil company 
will tell him that they cannot supply that pump and will ask him to 
make his selection from the brands they stock. If the dealer is an 
especially large and valuble account, however, the oil company may, if 
necessary, go beyond its regular sources of supply and make a special 
purchase of the pump the dealer has requested. 

Certainly the proportion of dealers who request or express a real 
interest in the brand of pump is small, and such brand preference is 
more frequently based on the mechanical features of a pump rather 
than other considerations. The dealer wants or does not want a par- 
ticular make of pump because of his or a neighbor’s experience. A 
few were encountered in the course of the investigation who declared 
that they had been influenced to demand a visible pump because of 
the advertising, but such cases were not common. 


Interest of car owners in gasoline pumps 

The extent to which car owners are interested in the brand or type 
of gasoline pump was checked up by questioning both filling stations 
and car owners themselves. Both sources of information clearly indi- 
cate the negligible attention paid to the pump by the motoring public. 

Of too car owners, picked at random, who were asked if they paid 
any attention to the brand of pump from which they buy gasoline, 
84% replied in the negative, and only 16% in the affirmative. 

A further question which asked—‘“ Have you any preference as to 
what type and what brand of gasoline pumping equipment is used in 
measuring out your gasoline?”’—yielded 34% answers in the affirma- 
tive. The next question which asked—‘ Which type or which brand 
do you prefer?”’—showed that what little preference exists at all refers 
only to type and not to brand. Twenty-five per cent preferred the 
visible type, 3% the automatic type, and 3% the type with a bell. 

In spite of this, however, there is evidence that the consumer 
advertising that pump manufacturers have done has attracted some 
attention, for when asked what pump advertising had been seen 27% 
mentioned one competitor, 4% another competitor, and 1% a third 
competitor. 

Asa final question, car owners were asked, “If you knew that certain 
oil companies used a nationally known pump, whose accuracy was 
vouched for, while another oil company station used an unidentified 
pump, would it influence you in your gas purchases, provided, of course, 
the quality of gas used by the two company stations was the same?” 

Sixty-seven per cent said “yes;” 8% said “might;” 17% said “no;” 
and 8% gave miscellaneous answers or did not reply to the question. 

As indicated by our questionnaire among car owners and as con- 
firmed by statements of the trade, the public does pay some attention 
to the type of pump. 


446 HARVARD BUSINESS REPORTS 


The preference in some localities for the visible type of pump is 
strongly marked, and oil companies generally acknowledge that 
regardless of what else might be said about consumer advertising on 
pumps, it has been this advertising which has largely popularized the 
visible pump. 

Confidence of public in accuracy of pumps 

According to the statements of retailers of gasoline, the public sel- 
dom questions the accuracy of gasoline pumps. It was said that the 
motoring public knows that pumps are tested for accuracy by state or 
city officials from time to time, and this alone is regarded as sufficient 
protection. 

Turning to the statements of car owners themselves we find that 
28% of those interviewed have had reason to think that some gas 
stations did not give full measure, although, of course, the answers to 
this question did not necessarily mean that it is a common experience. 


Influence of consumer advertising on oil companies 

It is characteristic of human nature to be reluctant to admit the 
influence of advertising on buying habits and doubtless this is particu- 
larly true with oil companies in their attitude towards consumer adver- 
tising on gasoline pumps. The view expressed by one oil company 
that it “would prefer to see the pump manufacturers keep quiet in an 
advertising way, as the oil companies are desirous of having the atten- 
tion of the public focused on the brand of gasoline” is probably shared 
by many others. 

Realizing this, and, at the same time, desiring to get the true reac- 
tion of oil companies to consumer advertising on pumps, we instructed 
our investigators in conducting these interviews, not to state that the 
survey was being made on behalf of a pump manufacturer, but simply 
to say that it represented a general study of indirect advertising. 

Some reflections of the opinions of oil companies on this subject have 
been given in preceding sections. Oil companies were practically 
unanimous in declaring that consumer advertising on pumps does not 
influence their purchases; that it has no effect whatsoever on car owners; 
and that it has little, if any, effect on station operators. In brief, the 
view was generally expressed that such advertising is worthless and futile. 

While many of the oil companies interviewed did not go further 
than to express simply negative interest in pump advertising, there 
were others who showed positive antagonism towards it and resent any 
efforts on the part of pump manufacturers to attract public attention to 
their equipment. They seem to feel that arousing public interest in 
pumps diverts attention from the brand of gasoline, which, of course, is 
their primary interest, and is confusing to the public. 

While it is true that at the present time comparatively few dealers 
request oil companies to furnish any particular brand of pump, it is 
worth mentioning that a number who were interviewed in this survey 


expressed a preference for pumping equipment that is advertised and 
well known. 
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Advertising and merchandising suggestions 

Oil companies and gasoline station operators were questioned about 
various advertising ideas and merchandising suggestions that were 
under consideration in the preparation of this plan. The various pro- 
posals and the reaction of the trade to them will be discussed in the 
following sections. 


Attracting better class people to the oil business 

The success with which manufacturers of equipment in other fields, 
as, for example, the American Laundry Machinery Company, have 
had in bringing a better class of people into the business and in general 
raising the standards of that business through advertising, suggested 
the possibility of a similar accomplishment in the oil industry. 

Oil companies were inclined to doubt, however, the practicability 
of using consumer advertising for this purpose in the retailing of gaso- 
line. The main conclusion that can be drawn on this topic is that the 
type of men engaged in retailing gasoline is largely governed by forces 
of competition. 


Furnishing signs for retailers of gasoline 

The desirability of a pump manufacturer’s furnishing with each 
pump, two signs, which would couple both the brand name of the gas 
and the name of the pump, was discussed with both oil companies and 
station operators. While the primary thought was that such signs 
would be erected at a short distance from the station, opinions were 
also obtained on the use of such signs at the pump itself. 

The usefulness of signs of this kind would apparently be limited to 
filling stations or other retailers of gasoline located along country high- 
ways. Garages and filling stations located within city corporation 
limits would seldom be able to use such signs and, in fact, the present 
practice for all filling stations is said to be to secure a conspicuous 
location that is clearly visible for some distance and which renders the 
use of highway signs unnecessary. 

Our survey also discloses that it is the general practice of oil com- 
panies to furnish their dealers with such signs as are needed or 
requested. Nevertheless, it was brought out that country filling stations 
are not always well marked and additional signs could very well be 
utilized by them. 

Although a number of stations could not use signs, for reasons pre- 
viously given, those that were in a position to erect them generally 
appeared willing to have the name of the pump together with the brand 
of gasoline, provided the pump name was not made the more 
conspicuous. 


Advertising to encourage motor travel 

Advertising designed to stimulate motor camping and motor travel- 
ing in general was discussed with oil companies and filling stations. 
While advertising of this character would doubtless have the advantage 
of being very readable, and also meeting with some approval, it was 
doubted by a good many whether, in view of the advertising along 
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these lines that is being done by oil companies, and the general 
publicity which is being given to the subject, the advertising that a 
pump manufacturer could do would be a sufficient addition to be 
effective. 


Educating the public to buy gasoline in larger quantities 

Our investigation among car owners shows that 79% of those inter- 
viewed buy gasoline in lots of 5 or to gallons rather than having their 
tanks filled up. With the exception of a few garages, the trade also 
reports that car owners generally buy in 5 or 10 gallon units. 

The possibility of advertising the idea to the motoring public, of 
having their tanks filled up when buying gasoline, was discussed with 
both oil companies and filling stations. The majority seem to feel that 
even if this idea could successfully be promoted, it would not materially 
benefit the oil industry. Automobiles cannot run on anything but 
gasoline and it makes no difference in the final consumption of gasoline 
whether a car owner buys five gallons three times a day, or fifteen gal- 
lons oncea day. It was also doubted by some whether the public could 
be educated to this habit. 

Several stations stated that they have customers who buy gasoline in 
quantities of from only one gallon to four gallons, because they are 
unable to afford larger purchases, and this, of course, constitutes an 
economic obstacle. 

Nevertheless, several dealers gave hearty approval to this idea, 
because it would result in less service for the amount sold, and they 
thought this would mean more economical operation of their station. 

One dealer claims that automobiles, and particularly Fords, run 
better if the tank is full. 


Explaining different kinds of gasoline 

The advent in recent years of high-test gasoline, and various varie- 
ties of “doped” gasoline has an obvious bearing on the market for 
pumping equipment. If it becomes the general practice of filling 
stations to sell two grades of gasoline in place of one, the number of 
pumps in use will be practically doubled. 

The prediction was made by one oil company at its New York office, 
that eventually nearly all stations will handle both regular gasoline 
and high-test gas. This is explained in part by the growing market 
for kerosene and fuel oil which makes it profitable for refineries to pro- 
duce high-test gasoline without undue waste. 

Publicity that would explain the difference between the various 
types of gasoline and their fields of use, without, however, mentioning 
specific brand names, was one of the measures considered in the prep- 
aration of this plan. While a fair number of stations were found that 
handle two kinds of gasoline, this is as yet by no means a universal 
practice, and the survey indicates that such advertising would not meet 
with the approval of the numerous oil companies and filling stations, 
many of whom were among the largest, who are producing only one 
grade of gasoline. 
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Advertising the gasoline station operators 

Gasoline station operators were sounded out on their attitude 
toward advertising that would feature the usefulness and reliability of 
the services they render. 

One garage proprietor stated that: “A pump manufacturer could do 
a tremendous amount of good to really educate the public in regard 
to the gasoline station and the service it is rendering. Most of the 
pump manufacturers operate through the gasoline companies and do 
not pay much attention to getting the cooperation of the filling station 
managers. A certain pump manufacturer is making remarkable strides 
in this direction and most of the gasoline station proprietors feel very 
kindly toward his pumps.” 

Similar expressions of opinion were heard from other gas station 
proprietors, but a great many feel that every station must make its 
own reputation and that a mere general assurance of their service and 
reliability by a manufacturer whom the public knows does not actually 
control the station, does not carry conviction. 


Goodwill advertising for the oil industry 

Oil companies were invited to make suggestions as to what evils, if 
any, exist in the oil industry, which might be combated by means of 
advertising. Very few concrete suggestions were advanced. One sug- 
gestion was that the recent campaign of a large oil company in 
explaining itself to the public had been very useful, but that there had 
been criticisms because it had spent such high sums on advertising 
while still holding up the price of gas. The opinion was expressed that 
anything that would explain the workings of oil companies to the public 
would be a good idea. 


Proportion of gasoline sold to tourists 

The proportion of gasoline that is sold to tourists varies considerably 
with the location of a filling station. Some of the stations enjoying 
good locations along the main highway estimated the proportion of 
business with tourists as high as 50%, though among the average run 
of garages and city service stations, the proportion of transient busi- 
ness was placed at around 5% to 20%. 


Standing of Clark Pump Company 

There is abundant evidence that the Clark Pump Company as well 
as its pump enjoy an excellent reputation among oil companies and 
station operators. 


REPORT OF INTERVIEW OF A REPRESENTATIVE OF THE ADVERTISING 
AGENCY WITH THE PURCHASING AGENT OF AN OIL ComMPANY 


The consumer advertising done by pump manufacturers, the pur- 
chasing agent declared, carries no weight with them in the selection of 
pumps and he thinks such advertising has been a waste of money. 
Pumps are purchased on a basis of quality, price, and service. Service, 
by which is meant the proximity of the pump manufacturer’s factory or 
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warehouses and his ability to make quick delivery, was spoken of as a 
highly important factor. 

The only consumer advertising campaigns on pumps that the pur- 
chasing agent mentioned as having noticed are those of A Company 
and B Company. He said that he could not see how this advertising 
could have done these companies much good, though he does think that 
it has served to popularize the visible style of pump. Accurate measure 
and the idea that the visible pump insures full measure to the 
car owner, have been emphasized in most of these advertising 
campaigns. 

Practically all the pump manufacturers were said to advertise to 
the trade either in trade journals or direct by mail. The purpose of 
this is to acquaint the oil companies with the manufacturer’s brand 
names, and also to influence independent garages and service stations 
to specify a particular brand of pump when taking on a new line of 
gasoline. In actual practice, very few garages request a pump by brand 
name. They usually ask for a certain type of pump, however, and 
there is a growing preference for the visible pump. 

Where a particular brand or type of pump is requested by a dealer, 
the oil company endeavors to give him what he wants, though if it is 
some brand the company does not handle, it simply notifies him as to 
what it has, and he makes a selection from this list. 

A request on the part of dealers for special brands of pumps is 
prompted largely by the activity of pump salesmen. One company 
was mentioned as being aggressive in going around to dealers and 
asking them to write to the oil companies that they wanted its pump. 
In fact, it writes the letters itself and has the dealers sign them. One 
oil company resented this practice and as a result would not do busi- 
ness with this pump company. 

The purchasing agent commented on the growing tendency of oil 
companies to establish their own filling stations rather than to sell 
through independent dealers. The competition among oil companies 
is now so keen and price cutting is so prevalent, that independent 
dealers are constantly switching from one brand to another. For 
example, an oil company may install a pump for a dealer today and 
within a few months a competitor will come around and offer gasoline 
at a lower figure. The dealer then asks the original company to 
remove its pump and he takes on the other line. This frequent chang- 
ing of pumps is, of course, very expensive to the oil companies as an 
installation costs considerable money. 

Another evil practice in the industry is that independent dealers sub- 
stitute and adulterate gasoline. The only way that a gasoline company 
can control the situation is to merchandise through its own station, and 
oil companies are adding to their own filling stations very rapidly. It 
was stated that in this section the—Oil Company opened about 300 new 
stations this year. 

This company operates some stations of its own and in addition it 
sells to independent dealers, 
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Relative to the desirability of pump manufacturers’ supplying signs 
with the pump, which could be erected about 100 yards in advance of 
a filling station, the purchasing agent said that the company now 
erects a large wooden sign near the station, and he thinks this matter is 
generally well taken care of by all oil companies. 

A gasoline pump containing a rack or window in which accessories 
could be displayed would be desirable for use out in the country but 
would be of no value to city filling stations, as in the cities most 
people buy supplies and accessories from a service station or any 
accessory store. Tourists, however, have occasion to buy such items 
out on the road and a great many independent stations carry spark 
plugs, tires, and the like. At their own filling stations this company 
handles no accessories, dealing strictly in gasoline and oil, so such a 
pump would have no value there. It is the general practice of oil com- 
panies to handle only their merchandise at their filling stations as the 
profit on handling other items, merely as retailers, is very small, and it is 
not considered worth while to establish the buying machinery that 
would be necessary. 

The purchasing agent thinks that during the next few years, the 
consumption of high-test gasoline will increase considerably. 

At present the best market for high-test gas is in the North and 
West where car owners have more difficulty in starting their cars in 
cold weather. The purchasing agent thinks that eventually nearly all 
stations will handle both regular gasoline and high-test gasoline. 

Due to the increased demand for kerosene, it is more practicable to 
market high-test gasoline than it was several years ago. When the 
market for kerosene appeared to be diminishing, as was the case until 
quite recently, the kerosene had to be sold at practically cost and it was 
desirable in refining crude oil to get as much off in the form of gasoline 
as possible. Due to the coal strike and the growth of the oil burner 
industry, the demand for kerosene has been growing and it is now pos- 
sible for an oil company to distill high-test gas and get a larger per- 
centage of kerosene, and still make as much money as if they were 
distilling primarily for gasoline. 

A third form of gasoline which seems to be growing in popularity is 
what is called the doped gasoline, such as the Ethyl] gas. 

The purchasing agent does not think that any car owners observe 
the brand of pump from which they buy gasoline and he doubts if 
their interest in pumps would be aroused by advertising. So far as 
the oil companies are concerned, they would prefer to see the pump 
manufacturers keep quiet, as the oil companies are desirous of having 
the attention of the public focused on the brand of gasoline only. 

So far as the purchasing agent knew, no pump manufacturer has 
conducted any consumer advertising designed to benefit the oil indus- 
try. He thinks it might be practical to do something along these 
lines, but he did not know just how and had no concrete suggestions 
to offer. 
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Report or INTERVIEW OF A REPRESENTATIVE OF THE ADVERTISING 
AGENCY WITH THE MANAGER OF A FILLING STATION 


This is a large filling station. It is under the individual control of 
the manager. The oil company leases out the equipment and makes 
the manager solely responsible for the expenses and operation of the 
filling station itself. 

Car owners never express any interest in the various types of pumps 
used. There is about one out of a hundred that knows anything about 
the workings of agas pump. They are unable to tell whether the pump 
is giving them accurate measure or not. In the dial system, the dial 
merely shows that gas is running out of the pump. This dial could be 
adjusted in almost any way so that it would not give an accurate 
indication of the amount of gasrun out. The same applies to the bell 
system. When the buyer hears a bell he is merely hearing music; it 
is no indication that the bell is ringing at accurate intervals. Further- 
more, on the visible pump there is a cup at the bottom of the visible 
tank so that while the customer can watch the gas running out, the 
operator is able to stop when it reaches the point right below the level 
of his visibility and thereby maybe save two quarts in every five 
gallons of gas. 

To the trade, it makes a lot of difference whether a pump is well 
known and advertised. However, it is difficult to see how this adver- 
tising could have any effect on the public when they have no means 
of recognizing the performance of the pump. 

When arrangements were made with the gas company to handle 
gasoline, no particular type of pump was requested. The C pump is 
the regulation equipment for the filling stations of this company in this 
section of the country. Possibly the C pumps in this station are the 
oldest in the city. They are accurate but are not easy to work. A 
newer model of pump would be preferred. The facts that the trade 
looked for in specifying a pump are: first, accuracy; second, ease of 
operation; and third, appearance. 

The accuracy of the pumps has been questioned on several occasions. 
This usually happens through an error in measurement. The Ford 
car owners, who are the people who question most often the accuracy, 
have a stick on which there is a three-way measurement for square 
tanks, round tanks, and oval tanks. They usually get these various 
measurements mixed up so that they measure a round tank with a 
square tank measure, and then come to the station operator claiming 
that they have been cheated on gasoline. 

The proportion of gasoline that is sold to transients is not more than 
four out of a hundred customers. The sale of gasoline, in these times 
of keen competition, is largely a matter of service. It is necessary for 
the service station to go out and build himself up a clientele. The 
building of this clientele is largely a matter of goodwill, and it is pos- 
sible when a client is secured and satisfied with the service of a station 
that he will come again, again, and again. It is only on this basis 
that a station operator is able to remain in business. 
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Two grades of gasoline are sold. These are the general run gasoline 
and the so-called high-test gasoline. This station operator prefers not 
to sell high-test gasoline. The word high-test is not exactly accurate. 
The gasoline itself does not have a high pressure. A strictly high-test 
gasoline could be constructed which would blow the engine to pieces. 
However, the object of this Ethyl gasoline is to have the explosion 
exert a pressure on the piston rather than the sharp blow which results 
from the explosion of ordinary gasoline. This is the object toward 
which producers are working, an object which will be worth while. 
Whether this has been accomplished or not is a question. At the 
present time a high-test gasoline is a gamble as to whether it will give 
the results expected or not. A lot depends upon the engine, the way it 
is made, and the way it is adjusted. 

The encouragement of motor travel by giving publicity to motor 
camping and touring would not have an advantageous effect upon the 
business of this filling station. 

It would be absurd to try to explain to the public the difference 
between the various types of gasoline. Only about one person out of 
ten knows there is a difference in gasoline. It would be impossible to 
tell the type of gasoline which would be most beneficial for each car, 
and even if it was explained it would not be understood. Further- 
more, in the trade there is so much discussion and variance of opinion 
that it could have very little effect. The salesman of a car tells the 
car owner one thing, the garage mechanic tells him another, the filling 
station man still another story. All these are at variance. The con- 
sumer does not know what to believe. 

Urging the public to buy gasoline in larger units in order to break 
down the prevalence of the five and ten gallon order would be worth 
while. This is not a new idea. A good gas man never says: ‘“‘ What 
will you have?” He always says: “Shall I fill up the tank?” This type 
of advertising has already been done by one pump company. The 
difficulty in the request “‘Shall I fill up the tank?” is that it is hard to 
know just how much gas should be put in. ‘There is very great danger 
of spilling. For this reason very few gasoline station operators try to 
sell a full tank. However, this pump company has issued a chart 
giving the capacity of every gas tank. Consequently, with this chart 
in hand, the man who operates the pump is able to do this. When 
a car drives up for gasoline he can look at the gas gauge and say that 
the customer has so many gallons and that the tank will hold so many 
more. When the request is made this way it is almost always possible 
to get the customer to have the tank filled. 

There is no use in furnishing signs for a gas filling station. The 
equipment is distinctive and the signs would not be used. _ 

Advertising, in a general way, the reliability of gasoline station 
operators would not be of especial benefit to this operator for it would be 
beneficial to all operators alike. 

The idea of designing a pump with a display window in which 
accessories could be displayed is a good idea. 
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Another feature a manufacturer might have on his pump would be 
an adjustable card to show the price of gasoline. It need not take up 
much room. To change the card every time there is a change in the 
price of gasoline is a nuisance to the operator. 


GENERAL POLICIES 


Introductory 

Before taking up the discussion of the specific methods of marketing 
and advertising Clark pumps, it is advisable to review the outstanding 
points developed by our investigation. 


Outstanding facts of investigation 

One of the most notable points brought out was that in spite of the 
indifference of car owners to gasoline pumping equipment they never- 
theless almost unconsciously associate the pump with the brand of 
gasoline they buy and many think the brand name of the pump is the 
same as that of the gasoline. 

A great many of the motorists interviewed stated that they were not 
interested in the type or brand of pump used, whereas in spite of this 
many of them expressed a preference for the visible pump, a consider- 
able number were familiar with various brands of gasoline pumps, and 
most surprising was the number of car owners who stated that the 
quality of the gasoline, the oil company’s service and such factors being 
essentially the same they would be inclined to buy from the pump 
nationally known and with its accuracy vouched for. 

On the part of oil company officials the expected indifference to 
pump advertising was found, but when this was further discussed with 
them and analyzed, it is evident that this indifference or even hostility 
is largely because pump manufacturers have not approached their 
advertising problem from the right angle. They have without exception 
in their consumer advertising, endeavored to subordinate the gasoline 
to the pump, which, of course, is not only a mistake in that it antagon- 
izes the oil company officials, but is also economically unsound. 

The purchasing methods of oil companies, especially the larger ones, 
were found to be much as had been anticipated, but the investigation 
emphasized especially the importance of both major and minor execu- 
tives in the purchase of this equipment and the necessity of reaching and 
selling these people all along the line. 


The need for consumer interest 

It is all very well to say that car owners are not interested in the 
brand of pumps from which they buy gasoline and consequently that 
they can be eliminated as a factor in marketing pumps, but, as a matter 
of fact, is this true? Take the case of the visible pump, for example. 
The visible pump consumer advertising certainly does not carry any 
appeal to the oil company officials. As an actual selling effort pumps 
are not unusually popular with the general run of filling station oper- 
ators nor with oil company employees; nevertheless visible pumps are 
used today in probably greater amounts than any other single brand 
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and preference is often expressed for this brand of pump by the station 
operator. All this has been brought about not because the public 
actually demands visible pumps but because, for one thing, car owners in 
many parts of the country have been educated to prefer visible pumps, 
and this company has capitalized strongly this preference by identify- 
ing itself with this type of pump only. Furthermore, this pump is by 
far the best known to the motorist and as limited as this actual knowl- 
edge is, it serves the purpose. Many station operators prefer it 
because they feel that the public know it better than other pumps and 
that on this account it is instrumental in drawing trade from their rivals. 
Oil company officials buy it because of its price and the fact that it is 
brought to their attention more than any other pump, not only by the 
manufacturer himself but by the filling station operators and by a 
limited number of car owners. In spite of the fact that pump brand 
consciousness was very small, nevertheless brand consciousness for the 
visible pump made by your competitor is so large in comparison with 
its competitors that its purpose is served and it stands out from the rest 
of the field. 

Of course, we realize that oil companies are desirous of buying the 
best equipment possible at the cheapest price but in these days of 
intense competition there are more complications. Even more impor- 
tant than price is the effect of any equipment on the service rendered to 
the car owner, because today service is a big factor in the operation of 
filling stations. A half dozen varieties of pumps may be so alike in 
type and mechanical qualities that there is little to choose between 
them, but if car owners who take any interest in pumping equipment 
are convinced that one of these brands is more accurate, or speedier 
than any of the others, that brand will be directly or indirectly favored 
by them. 

Furthermore, if there is no actual feeling of this sort on the part of 
car owners, but if the oil company officials believe that this feeling does 
exist in some cases, the same result is obtained and the pump so favored 
becomes the leader. 

To sum this up, today there is such an interest in all details, 
especially in the automotive field, that points which were of no interest 
a few years ago are matters of importance now. Of minor importance 
it is true and not perhaps often the deciding factor in a purchase, but 
nevertheless necessary in the strenuous sales efforts of today. 

For example, probably not many car purchasers buy a Jordan 
because it has Timken axles, or a Durant because it has Hayes wheels, 
nor do they purchase a Cadillac because it has a Fisher body. Yet 
any one of these things is often a deciding factor in the purchase, and 
they all tend to make the finished product more desirable than its 
competitor. 


The market for pumps 

The market for gasoline pumps covers the whole United States, 
although the most desirable portion consists roughly of the northeast 
quarter, which not only contains the bulk of the population, the 
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majority of the motor cars, and most of the oil companies, but fortu- 
nately is the section most adequately covered by you in your present 
sales efforts. 

Too much concentration of distribution has an element of danger in 
it. All parts of the country are not always in the same state of pros- 
perity due to various peculiar sectional conditions. Likewise sectional 
peculiarities are often expressed in radical or undesirable legislation 
as, for example, the practice of prohibiting the piston pump and 
requiring the use of the visible pump in some states in the South and 
Middle West. Finally, in order to obtain as much consumer accep- 
tance or brand consciousness as possible in the case of pumps, it is 
advisable that your distribution be widespread and car owners should be 
told about your pumps throughout the country and not in a few sections 
only. 


National advertising 

Your present distribution, though national to a degree, is terri- 
torially spotty. Your sales efforts actively cover a portion of the 
country representing approximately two-thirds of its population and 
your sales influence extends considerably more than that. 

While it is true that you might concentrate on such localities or sec- 
tions of the country where sales efforts would be the most convenient 
and sales resistance the lightest, there is danger in this policy as we 
have just pointed out. 

National advertising will guard against these difficulties. It will 
permit you to reach all oil company officials throughout the country, 
thus adding to the prestige of your name and building up an introduc- 
tory appreciation of your service and ability to render it which is the 
big talking point of your salesmen. It will pave the way for the 
introduction of your sales representatives and make their selling efforts 
easier and more quickly brought to a successful conclusion. 


What national advertising will do 

Let us briefly enumerate the things which national advertising has 
done for manufacturers somewhat similarly situated, and what it will 
do for you. 


1. Influence oil company executives from the president down to 
the minor officials. 

2. Influence car owners, giving them a knowledge and apprecia- 
tion of the desirable qualities of Clark pumps which cannot 
help but react to your advantage upon the officials of the oil 
companies, your customers. This has been proven in the 
case of your competitor and the conditions resulting from his 
advertising campaign. 

3. Build up confidence in the accuracy and other desirable qual- 
ities of Clark pumps and in the ability of your company to 
render the best of service. 
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4. Give your salesmen a powerful tool to help them in their sell- 
ing, and make them take a greater interest in their work and 
a greater pride in the institution which they represent. 

5. Gain the goodwill of oil company executives and filling sta- 
tion operators. 

6. Give the gas station operator a feeling of confidence in Clark 
pumping equipment. 

7. Establish definitely in the mind of the public your policy of 
quality, accuracy, and service, both as to visible and all- 
metal types of pumps. 

8. Increase your sales, thus reducing your selling cost and 
increasing your profits. It will promote the sale of the gaso- 
line of companies who use your equipment for the most part 
because it will show the public that not only are they desir- 
ous of distribut ng the best quality of gas, but also that they 
leave no stone unturned in their efforts to render good service 
through using admittedly reliable and accurate dispensing 
equipment. 


Permanent continuous advertising 

Probably the most important factor in the determination of a con- 
sistent policy in your advertising is to place it on a basis of continuity 
and permanency. The manufacturer who regards advertising simply 
as a force to produce business this year or next year is shortsighted. 
Advertising properly utilized as the inherent policy of the business is 
an insurance of the permanent and steady growth of that business 
IO, 20, or 30 years hence. 

The broad-visioned way in which your advertising appropriation 
can be regarded is well expressed in the following words of an executive 
of a well-known national advertiser: 


We consider the advertising expenditure as a permanent matter 
such as the expenditure for factory buildings and other permanent 
assets of a more tangible nature than the goodwill that advertising 
helps to build. The buildings we are erecting here are not planned 
to provide for this year’s production only, but to provide for the 
production of future years as well. Neither are they designed to 
meet conditons which suddenly arise this year but they are built 
according to plans which were formulated long before the actual 
date of them arose, and they were arranged not only to fit in with 
existing plant construction but also to harmonize with the plans 
we expect to have in the future. 


Time element 

In other words, advertising does not work wonders over night. The 
element of time is an indispensable factor. It is continuous effort that 
makes successful advertising. You will find that your advertising will 
be producing by far a more tangible result at the end of twelve months 
than it will at the end of the first six months and at the end of the 
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second year the effect will be much more noticeable than at the end of 
the first year. 


Dominant adequate advertising 

In addition to following a permanent, continuous advertising policy, 
it is also necessary to engage in dominant and adequate publicity. It 
is well known that the big successes in advertising have been obtained 
by those who have used space in a dominant and adequate way. And 
it is particularly true in these days of such widespread recognition of 
the course of advertising and the huge scale on which advertising is 
being utilized by manufacturers in the greatest variety of industries. 
The only way in which a firm that has the element of leadership in it— 
and desires to secure ultimately a considerable percentage of the 
entire business done in a particular industry, can obtain its goal, 
is through the use of dominant, adequate, and continuous advertising 
sales efforts. 

Small space can be used advantageously where immediate selling 
results for a product of small initial cost are desired. Such products 
require very little time or consideration before they are purchased, but 
in the case of a product such as yours, where not only are considerable 
time and much thought given but also is expended a large amount of 
money, another problem entirely is faced. It is the building up of 
prestige, implanting in the prospect’s mind the desirability and quality 
of your product and also your high standing as a manufacturing 
organization in your industry. 

In determining your advertising appropriation the danger to be 
guarded against is under-spending. Just as frequently it is true that 
the last 10% of business is what makes the difference between profit 
and loss for a manufacturer, as it is true that the last 10% of an 
advertising campaign is often what marks the difference between 
100% efficiency and only partial efficiency of the entire advertising 
campaign. 


Objects of the campaign 

Having considered then the necessity of deciding upon and rigidly 
executing a consistent advertising policy, and having shown the 
importance of a permanent, continuous campaign and the significance of 
the time element, let us now take up the specific objects that you 
wish to accomplish by your advertising efforts. As we see them these 
objects are as follows: 


ee Secure Quickly an Adequate Distribution of Your Gasoline 
ump 

Your distribution and sales show considerable concentration in 
three definite sections of the United States. The campaign which 
we recommend is cognizant of your expressed desire to distribute 
the volume of this part of your business more equitably, and will 
be an immediate influence for obtaining more adequate national 
distribution. 
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2. To Build up a Greater Interest and Favorable Reaction to Clark 
Pumps throughout the Oil Marketing Industry 
Our investigation has shown that, as a rule, among oil company 

executives there is little appreciation of pumping equipment except 
as a mechanical detail which should not be a matter of any concern 
to the car owner or station operator. Any successful advertising 
campaign for Clark pumps must interest the oil company officials 
by helping increase their sales and not merely try to play up the 
importance of the pump. 

3. Lo Reach All People Who Influence the Purchase of Gasoline 
Pumps 
While, generally speaking, the sales manager and the puchasing 

agent are the most important factors in determining the brand or 
type of pump purchased, there are also may cases where both the 
higher and also the minor officials of oil companies play an 
important part in this matter. The type of pumping equipment 
used is influenced by so many variable conditions, especially when 
large organizations are involved, that, as a rule, several individuals 
are instrumental in the routine of buying them. With small oil 
companies, as a rule, one or two people influence the buying, but 
there is a wide range of intelligence, training, and reading habits of 
these individuals. 

In other words, if the maximum results are to be secured, the 
advertising must be designed to reach and influence all the different 
classes of people that have a voice in buying gasoline pumps. 
4. To Secure a Larger Volume of Business Per Customer From 

Your Present Customers 

It has been shown that for one reason or another there are many 
of your customers who are buying only a comparatively small num- 
ber of Clark pumps. While you cannot and do not expect a 
customer to buy Clark pumps to the exclusion of any other brand, 
nevertheless, if your pump is the equal of, or superior to, its com- 
petitors, the initial small purchases by new customers should be 
followed by repeat orders larger in volume. If this repeat business 
is not forthcoming, because of prejudices on the part of filling sta- 
tion operators, advertising plus the personal efforts of your sales 
force will overcome much of this. If it is because of a price differ- 
ential in favor of other companies, advertising and the brand con- 
sciousness thus aroused can to a great extent remedy this situation 
also. 

5. To Create a Consumer Consciousness or Consumer Acceptance 
For Clark Pumps and Establish in the Car Owner’s Mind Defi- 
nite Reasons for the Superiority of These Pumps 

You may ask, ‘‘ What is meant by consumer consciousness and 
how can it operate in connection with a product such as a gasoline 
pump which often loses its identity?”? This means that you wish 
to secure for your business a favorable acquaintanceship with all 
car owners who may come in contact with your products. You 
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want to bring about the condition that wherever gasoline is sold 
the majority of the car owners will immediately think of your pump 
as the most acurate, speedy, serviceable, and dependable method 
of dispensing gasoline that there is. The far-seeing manufacturers 
in other lines who have adequately utilized the power of advertising 
to bring about this state of mind and thus have created consumer 
consciousness for their products, are the ones who have developed 
really great businesses. 

Specifically, what will the accomplishment of this object of the 
campaign mean for you? It will mean that you will get many car 
owners to realize that Clark pumps are the most desirable means 
for accurately and speedily supplying them with this product, and 
although it is not likely that any of these car owners will be brand 
conscious to the extent that they will refuse to buy their gasoline 
from any other pump than a Clark pump, they will, however, 
consciously or unconsciously favor the reputable brands of gasoline 
with which your equipment is identified. It is true that in most 
every car owner’s mind there are several well known brands of 
gasoline, which he considers just about equal in quality. Adher- 
ence to one brand is very often determined by minor considerations, 
as for example, the convenient location of service stations, the 
quality of service rendered there, or the pleasing personality of the 
station operator. Many other factors are often as important as 
his opinion of the quality of that particular gas. When the impor- 
tant factors are essentially equal in the case of two or more brands 
of gasoline, the car owner will let one of these minor factors become 
the deciding point as to which brand he will buy. This has been 
proven in parts of the country where car owners have specifically 
demanded the visible pump, in spite of the superiority of the all- 
metal type. 


Insuring future market 

Another general or permanent function of advertising is in insuring 
future markets. At the present time you, in common with many other 
manufacturers, are enjoying a gradual increase in your sales volume. 
But this condition may not always last. Market conditions may 
undergo a change. The surest means of guaranteeing an ever increas- 
ing volume of business is by starting now to create through advertising 
a favorable reputation for your pumps among both the car owners 
and the oil company officials who purchase them, which will insure 
their preference for Clark pumps. 


Purpose and type of advertising recommended 

In order that your advertising efforts may fulfill their proper func- 
tion of stimulating and aiding your sales force and lessening sales 
resistance, we offer briefly the following general recommendations: 


1. A national advertising campaign to build up favorable con- 
sumer consciousness in a way not objectionable to oil companies 
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and which can be made a powerful factor in increasing your sales 
to all oil companies and, in fact, aiding the sales of your customers, 
the oil companies themselves. 

2. Adequate identification of your product in so far as it is pos- 
sible without conflicting with the prejudices of your customers, 
the oil companies, in order that oil companies may take full 
advantage of the preference for Clark pumping equipment, which 
will result on the part of the car owning public. 

3. Specific material for your customers, the oil companies, 
designed to help them with their problems and at the same time 
build up in their consciousness an appreciation of the desirability 
of Clark pumps and the leadership of the organization manufactur- 
ing them. 

4. Specific material provided for influencing the car owning public, 
whose preferences in the last analysis determine the type and in 
many cases the brand of pumping equipment used, in order to 
build up a brand consciousness and ready acceptance of Clark 
pumps. 


The chief gain from such a campaign will be a greater interest and 
a more favorable attitude toward Clark pumping equipment by oil 
companies, gas station operators, and an appreciable brand conscious- 
ness or brand acceptance, on the part of the car owning public. 
Equally important, and perhaps even more important, will be the 
checking of a general unfavorable attitude toward the all-metal or 
piston pump, which will result in both this and the visible type being 
judged by the public on their true merits, and will be a great help in 
warding off more unfair legislation pertaining to oil dispensing 
equipment. 

This campaign will react on sealers of weights and measures, govern- 
ment and underwriters’ officials as individuals, and should produce as 
favorable results as a limited campaign directed at them specifically. 


PRODUCT AND IDENTIFICATION 


One of the most important problems which you face is the satis- 
factory identification of your pumps, and we realize that we are not 
telling you anything new in pointing out the difficulties in the matter of 
proper identification of such a product. 


Disadvantages in present methods of identifying your pumps 

The manufacturer who holds to one definite type or style of pump, 
only partly solves the problem, and he encounters the added difficulty 
of satisfying those customers who demand a pump design distinctly 
their own. 

You have noted the use of signs attached to pumps and know that 
while this is in theory a desirable method of identification, in practice 
it has a number of disadvantages. For example, the ease with which 
it can be and often is removed, and also the fact that although many car 
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owners notice the pump, first to determine the brand of gas to be pur- 
chased, and secondly, perhaps to check up on it while their tank is 
being filled, they, nevertheless, very often overlook this sign because 
it is not an inherent part of the pump itself. 

The painted monogram or decalcomania is easily painted out and 
usually is painted over comparatively soon in the process of keeping 
the pump attractive and bright. A very desirable step in advance is 
the one you have recently taken, that of fastening on a monogram cut 
from sheet brass, but although this can be painted over and still be 
seen it loses much of its value as an identifying mark when this is done. 
It also has the disadvantage that it can be readily removed from the 
pump casing without leaving any trace. 

The printing of the manufacturer’s name on the dial inside the num- 
bers showing the amount dispensed is desirable in its position but it is 
so small and hard to read that comparatively few motorists will make a 
successful attempt to read it. This, however, is a logical place for 
such a mark because it is here that the interest of the purchaser of 
gasoline is directed. 

A monogram at the point where the hose joins the pump though 
usually in sight is seldom noticed. 

Some of the manufacturers cast their name in the casings of their 
pumps in comparatively small letters which are almost impossible to 
read. In fact, a number of station operators interviewed insisted that 
they did not know the name of the pump they were using, in spite of 
the fact that they were practically within reading distance of the man- 
ufacturer’s name displayed in this manner. 


Standard monogram or name design 

You have for some time used a very attractive and adaptable name 
plate which can be placed in a number of positions on your pumps 
where it should not interfere with the desires of your customers in 
any way, and yet be readily recognized by even the mildly interested 
car owner. 

It is comparable in a way to the G. E. of the General Electric Com- 
pany, which has become a mark of quality. Many people who do 
not realize what the letters G. E. stand for do feel that it is a guarantee 
of a well built, dependable piece of electric equipment. 

It seems desirable that regardless of any other forms of identification 
you make your name plate the important part of your standard name 
design and have it appear in several places if possible on your pump. 
For example, it can be maintained at the point where the hose joins the 
pump, as you now have it and also at the hose nozzle, and at both these 
points as large as possible. It is also desirable that it appear on the 
dial showing the number of gallons pumped, and at this point it could 
best be put in a different color, filling up some of the white space on 
this dial. 

In the case of visible pumps it could be frosted in the glass of the 
tank or worked into the wire lattice protecting the tank. In fact, there 
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may be several other places where your experience will indicate that 
it would be advisable to place this name plate. 

The name Clark should also run up and down the vertical gallon 
markers on the all-metal pump. 

In order that this name plate shall appear on all pumps except those 
where it is especially stipulated that no identifying marks are to be 
used, and so that even when the pump is given a fresh coating of paint, 
or where an attempt is made to remove it, it cannot be entirely obliter- 
ated, we recommend that you have this name plate cast in the pump 
casing in letters about one-half inch high. 

Your consumer advertising, your trade advertising, and all direct- 
mail and other supplementary material should show this Clark name 
plate. In fact, every possible attempt should be made to familiarize 
the public with it and establish it as the hallmark of accurate, depend- 
able pumping equipment. It would soon become like the G. E. of the 
General Electric Company, the triangie of Armco Iron and _ the 
U. S. of the United States Rubber Company, a reminder of quality, 
accuracy and dependability, yet it would not conflict with the signs of 
your customers nor should it incur their hostility. In connection with 
an advertising campaign such as we are recommending, it would serve 
as added proof of the desire of these oil companies to give their cus- 
tomers not only the best gasoline but safeguard it with the most accu- 
rate, dependable equipment possible. 


Additional Identification Marks 

It is not sufficient that your pump be marked with some sort of iden- 
tification that is noticed only upon relatively close examination of the 
pump. It must be marked in some way that will enable the motorist to 
recognize it even when he first sees the pump at a distance. This iden- 
tification must be made in such a way that it will not detract from the 
trade-mark or display of the brand of gasoline dispensed. 

The best method for accomplishing this purpose seems to be a dis- 
tinctive hose. We recommend that you adopt a black and white check- 
ered hose for all of your pumps and that you feature this in your 
advertising as soon as you can feel assured that most of your pumps 
already installed in filling stations are equipped withit. There is danger 
in starting this advertising of the checkered hose previous to the time 
when most of your pumps are so equipped, because it will call attention 
to a distinctive feature of your pumps which will not be encountered 
often enough by the motorist to be impressive. On the contrary, it will 
advertise your apparent lack of distribution and give the motorist the 
feeling that Clark pumps are comparatively little used. 

This distinctive hose we feel should be adopted as soon as possible 
and supplied for replacement at every opportunity and it should be 
featured in the advertising just as soon as the conditions outlined above 
will warrant it. 

We, of course, recommend that before adopting this distinctive mark 
you ascertain through the proper legal sources the extent to which 


464 HARVARD BUSINESS REPORTS, 


you can secure protection of this as a distinctive trade-mark or form of 
identification. 


CoNSUMER ADVERTISING 


Introductory ; 
An outstanding point in connection with the marketing of gasoline 
pumps is the lack of brand consciousness on the part of car owners. 
Further complicating this situation is the absence of uniform 
methods of purchasing such equipment on the part of the oil companies. 
In this part of the plan we will take up the specific recommendations 
which we propose for accomplishing the above purpose. 


Advertising Activities of Competitors 

It is an interesting fact and one worthy of detailed study, that of all 
your competitors the one which has enjoyed the most rapid growth 
in the past few years has been the most consistent, in fact, the leader 
in consumer advertising, and furthermore this competitor enjoys by far 
the greatest brand consciousness on the part of the car owner. 

The following expenditures in national consumer advertising have 
been made by some of your competitors during the past six years: 
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It is interesting to note that all of this money has been expended in 
the Saturday Evening Post. 

We are told by the Curtis Publishing Company that your most 
active competitor, who has been in the pump business for 5 years, 
started with a production of less than 200 pumps per year and in 1925 
had reached a volume of over 3,000 pumps per month. 

However much importance we assign to the fact that this competi- 
tor’s pumps have been sold on a lower price basis, we must realize that 
standardization has not been a favorable sales factor in a business where 
a specially designed pump is so important. This has probably been 
offset by the fortunate tie-up of this competition with the increasingly 
popular visible type of pump. 

Unfortunately it was not possible to obtain similar indication of the 
success of the other competitors’ advertising although our field investi- 
gation showed evidence of some benefit in the form of brand 
consciousness, 
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Taking advantage of consumer brand consciousness 

The present situation in the field of gasoline distribution is such 
that each gasoline marketer is looking for every possible aid for increas- 
ing and improving his service to the car owner. 

It is possible to make the gasoline pump an even greater retail selling 
help than it has been in the past through constructive consumer 
advertising. 

Inasmuch as we all realize that it is the brand of gasoline which is 
important in the motorist’s mind and not the method by which he 
gets it, advertising which popularized the pump at the expense of the 
gasoline brand is not sound. It is to a great extent wasted, and its 
effect on the trade is to antagonize purchasers rather than to make 
friends for this particular product. 

However, in spite of the unsoundness of this type of advertising, 
considerable advantage has accrued to your competitors who have car- 
ried on consumer advertising. A certain amount of brand conscious- 
ness and a large amount of type consciousness in the case of the visible 
pump has been created, which has worked largely to your competitors’ 
advantage. 

Our recommendation is that you take full advantage of the tendency 
toward brand consciousness of pumps which has been created but 
reverse the method by making the pump secondary to the brand of 
gasoline. Show the motorist that the leading and outstanding distribu- 
tors of quality gasoline use the Clark pump because they are outstand- 
ing in their field, because they are accurate, speedy, and dependable. 
In that way you will not force, or appear to be trying to force, a situa- 
tion more or less hopeless, where the motorist is expected to buy the 
gasoline because it is dispensed by a Clark pump. But you will be 
building up in the car owner’s mind a favorable impression towards 
your pump and a desire to favor the company whose product is not 
only of good quality but which he knows favors reliable, accurate dis- 
pensing equipment, the Clark pump. 

It is hopeless to expect to persuade a motorist to drive along until he 
finds a Clark pump from which to buy, regardless of the brand of gaso- 
line, but it is very possible and, in fact, probable, that under the plan 
which we are submitting you can cause many car owners to favor one 
of a few brands of gasoline of known quality because he, the motorist, 
knows that the distributing company uses the best in dispensing equip- 
ment. He may not consciously look for a Clark pump, but the sight of 
its well-known monogram will in a great many cases be the small 
factor which decides him in favor of that particular brand of gasoline. 


Regular customers 

In the average city filling station it is estimated that usually from 
80% to 95% of the trade is from regular customers. Probably the most 
important factor in determining their choice of a filling station is its 
location, because it is convenient for them to fill their tank at either the 
beginning or the end of their usual trip. But this matter of location is, 
as a rule, shared by several gasoline distributors. Usually one com- 


466 HARVARD BUSINESS REPORTS 


pany’s station is not so much more convenient than those of one or two 
others which distribute a gas equally good, that it cannot be offset by 
other minor points. The next important point is the service rendered 
at the filling station. And again the outstanding companies in the field 
differ so little in this respect that there is not much to choose between 
them. The accuracy of the measure of gasoline dispensed and the 
honesty of the employees are important points also. 

As we have previously pointed out, we do not expect that the 
motorist who is sold on one brand of gas is going to change to another 
just because the filling stations he passes regularly use a Clark pump. 
But, as is true in many cases, suppose that through the experience of his 
friends and acquaintances and the oil companies’ advertising, and so 
forth, he is convinced that either brands are equally desirable brands as 
far as their intrinsic worth is concerned. Suppose, for example, the 
more convenient location of the first brand is offset by the superior serv- 
ice of the second brand. Then it is some minor factor that is going to 
decide which of the two brands of gas he buys. In such a case it is not 
at all unreasonable to suppose that, having casually learned that the 
filling stations of the second brand are users of a well-known, accurate, 
dependable, and speedy brand of dispensing equipment manufactured 
by the leaders and pioneers in this field, this fact, unconsciously perhaps, 
would nevertheless influence his gasoline purchases. 

In the matter of wayside or country stations this might be even more 
apparent. Ifa motorist is not in his accustomed territory, he does not 
know the station operator, and perhaps has some doubts as to getting 
full measure. He passes a station showing the sign of an oil company 
which he has been told through advertising uses an accurate, depend- 
able pump. What is more natural than to stop and fill up there rather 
than wait and buy elsewhere where he knows no more in favor of the 
gasoline itself and nothing about the dispensing equipment? 


Popularity of the visible pump 

The visible pump does not owe its great popularity to chance alone. 
It had many obstacles to overcome at the start and these were over- 
come to a great extent by advertising. But in some parts of the coun- 
try this type of pump has now become so popular that it is required by 
law, notably in the South and the West. 

In the New England states, however, the situation is different and 
the piston pump is much more popular. 

You cannot afford to identify yourself exclusively with either type 
but should be recognized as the manufacturer of good reliable pumps, 
whether visible or all-metal. 

You can convince the car owner that it is the ability to make an 
accurate, dependable pump that counts, whether it is the piston or 
visible type. You can show him that the piston type is mechanically 
accurate and more difficult to tamper with, and you can build up an 
appreciation of the merits of the piston pump that should make it 
equally as desirable as the visible pump. 
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Your advertising appearing in every part of the country can feature 
both the visible and the all-metal pump, thereby satisfying any locality 
where either type is unusually favored and yet where the visible types 
are so tremendously popular, it will gradually have a beneficial effect 
upon the attitude toward the all-metal pump, establishing you in the 
minds of the public as well as the industry as manufacturers of accu- 
rate, dependable dispensing equipment and you can accentuate the 
superior qualitites of the piston pump without detracting from the 
visible type and thereby losing your sales volume in this class of prod- 
ucts. In other words, you can identify yourself with both types and 
be in a position to take advantage of a decided trend of public feeling 
in either direction. 


Your market 

We have already, in a preceding part of this plan, touched in general 
on your potential market and its national scope. But at this point we 
should give it more detailed consideration especially in relation to your 
proposed advertising campaign. Following are tables showing a com- 
parison of the classification of oil marketers on your own mailing list 
with that of the Gasoline Topics Magazine where these companies are 
classified by the number of trucks they operate. 

These tables show that you have covered through your mailing list 
and sales efforts nearly all of the desirable prospects in this field and 
especially those highly desirable prospects, the larger companies, and 
it also shows that over 90% of the gasoline pumps are purchased by the 
first four groups of oil companies, although these four groups make up 
only from 20% to 25% of the total number of companies in the field. 

Nevertheless, the small companies are widely scattered throughout 
the country, they are in many cases outstanding in their own localities, 
and their combined purchases are not only large but their distribution as 
users of any particular brand of pump makes them an important factor 
in keeping that brand of pump in the minds of the filling station opera- 
tors if not of the motoring public. 

Furthermore, these small companies are imitators of their large com- 
petitors in their merchandising methods, and they are also on the look- 
out for any merchandising or sales advantages which they can obtain 
over their larger competitors. 

The large important oil companies are in a better position to dictate 
to the owner of a garage or a roadside stand, and tell him what pump 
he must use, but as we have found from our survey the smaller com- 
panies are more inclined to heed the demands of the filling station oper- 
ator when he specifies a certain type or brand of pumping equipment. 

For this reason it is important that you intensively cultivate this 
field of small oil companies even though you cannot afford to give them 
their relative amount of attention in intensive sales work. To cultivate 
them properly you must reach them not only with sales arguments 
showing the superiority of Clark pumps and the better service they can 
obtain from them, but also you must show them that you are making 
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the car owners, their customers, appreciate the superior points of your 
pump without in any way detracting from their gasoline and that you 
are also helping them sell their gasoline and making your pump serve 
them in this respect even better than those of your competitors. 

The extent of your market is governed by other conditions beside 
the number of retail outlets estimated to number about a quarter of a 
million. 


CLASSIFICATIONS OF O1L MARKETERS 
POTENTIAL CLARK CUSTOMERS 
CLrarK Marine List 
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First, there is the normal growth in the number of filling stations, 
estimated at from 10% to 15% increase a year, or, in other words, a 
little under the increase of gasoline consumption, which is from 15% 
to 25% a year, an average of 20% for the past four years. 

Then, there is the replacement of old pumps, always an important 
part of the potential market because of refinements and improvements 
in pumps and finally there is the increase in pumps per station because 
of high-test and Ethyl gasoline, which many companies are adding to 
their regular grade. 


The need for prompt action 

It is admittedly not necessary to advertise extensively to get and 
maintain your business. Nevertheless, consider for a moment what is 
happening elsewhere. One competitor is increasing his advertising 
appropriations every year and his business is increasing even more 
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rapidly than his advertising. The popularity of the visible pump has 
increased greatly, largely through the advertising and other educational 
advertising by oil companies and pump manufacturers. It is con- 
ceivable that if this continues and the comparatively small consumer 
consciousness shown in our field of investigation increases, there will 
be a distinct consumer demand for visible pumps in parts of the country 
where the all-metal is now popular or in equal favor. 

As the sentiment for visible pumps increases, this competitor profits 
most under the present existing conditions because it is the only con- 
cern building up brand consciousness in the mind of the car owning 
public and identifying itself closely with the visible pump. 

Therefore, it makes little difference, in the last analysis, whether it 
has been this advertising or standardization and lower price which has 
been responsible for their big increase. The fact remains that your 
competitors in visible pumps have made marvelous strides in their pro- 
duction and sales, and in doing so they have succeeded in building up 
practically the only real consumer brand consciousness that there is 
in this field. Even though this is not strong at the present time, it is 
growing and will continue to grow in proportion to their sales and 
advertising efforts. 


Insuring for the future 

You cannot afford to sit still and let these efforts of your competitors 
progress unchecked. Nor can your customers, the oil companies, ignore 
it unless they are willing to face the possibility of being obliged to buy 
the advertised visible pump of your competitor or a similar type of 
pump to a great extent in the future whether they want them or not. 
Neither do most of the oil companies want to have the visible pump 
made compulsory everywhere. 

The oil companies tell us that they do not want to confuse the issue 
by having the motorist give consideration to the pump instead of the 
gasoline and this is very good logic provided none of the pump manu- 
facturers would attempt to popularize their pumps by advertising. 
However, some of them are doing so in one case with considerable suc- 
cess, and if not given consideration and guarded against by the oil com- 
panies, especially the larger concerns whose equipment is more or less 
standardized and who buy largely from one or two pump manufacturers, 
this consumer interest which is slowly being awakened is going to prove 
decidedly embarrassing to them. 

Therefore, it is both wise and economical to anticipate such develop- 
ments and do something to counteract whatever may prove detrimental 
in the future. This can be very readily and decidedly well done by the 
Clark pump manufacturer, with beneficial results to its customers. 


Selection of media 

The successful advertising effort of one of your competitors alone 
indicates that in your case some form of consumer advertising is cer- 
tainly needed. If you expect your business to increase year by year 
and become the leader of this field you must make the public acquainted 
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with your product, and, furthermore, oil company officials, if they think 
your pumps are favorably known to motorists, will buy them far more 
readily than other available brands. 

In considering the methods which you might pursue to augment 
your sales efforts effectively through advertising, these three general 
lines of procedure offered themselves. 


First—A trade-paper and direct-mail campaign to oil company 
officials. 

Second—A newspaper campaign in the more important centers 
throughout the country. 

Third—A national advertising campaign in magazines. 


The first effort, that of trade papers and direct-mail work on oil com- 
pany officials, is the method you have been pursuing. Unfortunately 
it is not able to compete successfully with your competitors’ intensive 
national advertising. Furthermore, it does not get the attention of 
these executives to the degree that a campaign directed at the consumer 
or the public does. That is, oil company executives are more interested 
and more curious to see what any pump manufacturer is telling the car 
owning public than they are in what the pump manufacturer is trying 
to tell them, except at the particular time when their minds are on 
pumping equipment preparatory to buying. 

The second method, newspaper advertising in selected cities, would 
prove too costly to be economical in your case. You not only want to 
cultivate those territories where your distribution and sales are good 
but you also want to direct your efforts to certain territories where your 
sales are unusually low. This is a desirable safety precaution, as we 
have already pointed out. Toconduct such a campaign and distribute 
it adequately over the part of the country you should cover would be 
far too costly. You must reach oil company officials wherever they are 
located, because they are the people who are going to buy your prod- 
ucts. But you also need to tell your story to car owners all over the 
country and you want to distribute these messages approximately in 
proportion to the number of automobiles owned and gasoline consumed 
in the various sections of the country. 

In order to accomplish economically the purpose we have just out- 
lined, your advertising should reach oil company executives from the 
president down, and filling station operators, and car owners of all 
classes. 

It has been proven that business executives will overlook advertising 
in their trade papers or mail pieces directed specifically to them and yet 
will observe and comment on the same thing in national magazines or 
newspapers directed at the consuming public. In other words, it is 
human nature to pay scant attention to many things that are told us, 
especially those which we think we already know, but to “‘listen in” 
through curiosity on the things which are being told the general public 
or our customers and which partially concern us. 
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It is this trait in human nature, so often shown in business, that we 
have planned to take advantage of by telling the Clark story ostensibly 
to the motorist but in such a way that those who are vitally interested, 
the oil company officials and filling station operators, will, through 
curiosity, if for no other reason, read this advertising. 

For this purpose we must use publications which reach these factors 
as well as the car owners, publications which they are accustomed to 
look over in order to see what their competitors and the manufacturers 
of allied products are doing in the way of advertising. 

The Saturday Evening Post most desirable 

In approaching this part of the problem we first selected a number of 
national magazines which appeared to fulfill your requirements very 
satisfactorily. We then analyzed each one thoroughly in order to 
determine just which of these publications would accomplish the results 
which we had in mind, at the same time keeping before us the fact 
that wherever such advertising would appear it must be sufficiently 
dominating to accomplish the purpose for which it is intended. Asa 
result of this thorough study we came to the conclusion that one 
national publication, the Saturday Evening Post, will economically and 
satisfactorily accomplish the desired end because of: 


I. The outstanding circulation of the Post and its advantageous 

distribution 

With its circulation of nearly 3,000,000 the Saturday Evening 
Post reaches that class of the motoring public to whom you would 
naturally go with your sales story. A survey conducted some time 
ago by a group of national advertisers among a number of repre- 
sentative manufacturers covering 3,000 executives, 6,000 clerical 
workers, 6,000 factory workers, or, in all, a total of 15,000 homes 
showed that among executives 67% read the Post, of the clerical 
workers 48%, and of the factory workers, 31%. 

In all, 28 leading publications were studied, and the Post led 
the nearest publication in its class by a wide margin. 


II. The nation-wide distribution of the Post and the quality 

of its circulation 

The Saturday Evening Post, although its circulation reaches 
every state in the Union, is strongest in that part of the country 
where automobile registration is largest, and population the most 
concentrated. It therefore fits ideally into this situation because it 
not only takes your message to that part of the country where you 
now enjoy a satisfactory volume of sales, but it also reaches those 
sections in which your distribution and sales are weak and it 
reaches them in proportion to their potential worth. 


Ill. The strong influence of the Saturday Evening Post in the 
automotive field 
The Saturday Evening Post has often been called the greatest 
automotive trade paper. All the leading makes of cars are at pres- 
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ent, or have been in the past, advertised in the Post. Most of the 
leading automobile accessories are represented there and the Post 
has been used extensively by oil companies whose distribution 
would justify it. In 1925 the Post carried 76% of the automotive 
utilities’ advertising in 32 leading national publications, or more 
than 9 times that of all the other weeklies combined. 

Because of this leadership in the automotive field and the adver- 
tising activities of many of the oil companies, the Post, as a rule, 
is carefully looked over by oil company executives in order to see 
what is being done in their field and by their competitors. For 
this reason your advertising appearing in the Post will reach the 
majority of oil company officials, as well as having a large circula- 
tion among car owners. 

We have already shown from a survey conducted among a large 
group of representative manufacturers that the Saturday Evening 
Post was read by approximately 2,000 out of 3,000 executives of 
these companies. 

We have every reason to believe that this proportion holds good 
throughout the executives of oil companies. In fact, when we 
realize the standing the Post has in the automotive trade and the 
interest taken in the Post by the leaders in the automotive field on 
this account, we are inclined to feel that this proportional coverage 
is higher. However, with this high executive circulation and the 
added circulation among clerical and factory workers you can feel 
assured that the Post will bring your message before these highly 
important factors whom you wish mostly to influence. 


IV. The past and present use of the Post by your leading competitors 

We are not attempting to put advertising on a competitive 
basis, nor do we feel that it is necessary to imitate a competitor, but 
in your present situation it would be folly to shut your eyes to the 
advertising activities of other pump manufacturers, especially 
when some of these activities have resulted in practically the only 
brand consciousness worthy of consideration in this field and a 
strong type consciousness and preference for the visible pump. 
These factors make it necessary to analyze your competitors’ 
advertising activities and plan your own accordingly. 

Four of your competitors have used the Post for their consumer 
advertising. Our investigation shows some consumer brand con- 
sciousness for all and considerable in the case of one. One of the 
things your advertising campaign should and must do is to counter- 
act this impression among motorists. To do this properly it is 
logical to use the same media that your competitors have used and 
familiarize the same motorists with the Clark pump and its quali- 
ties of accuracy and dependability. 

A detailed study of the Saturday Evening Post circulation com- 
pared with your sales territories shows over 2,000,000, or 70%, 
of the Post circulation in these territories. 
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Tf we add to that the circulation in Ohio, Missouri, Texas, and 
the remaining half of Oklahoma, territory which it would seem 
logical for you to include with any immediate extension of your 
sales efforts, we find there not only almost 2,500,000 circulation of 
the Post, or about 80% of its total, but also we discover that this 
territory contains approximately: 


80% of the total population of the United States 

90% of the total United States personal income tax returns 
80% of the total manufacturing establishments 

85% of the automobile registration of the United States 
85% of the automobile garages in the United States 


In other words, you will be sending your message to those sec- 
tions of the country which offer immediate opportunities for 
increased business and where you already have a substantial 
volume of sales, and, for the most part, adequate sales facilities. 
At the same time you will be devoting a minor but relative portion 
of your advertising efforts to territory less important from a sales 
viewpoint, but, nevertheless, sections which should be covered by 
your advertising in order that its national country-wide character 
may be emphasized. 


Other manufacturers using the Post 

We have already mentioned in some detail and you are, of course, 
familiar with the advertising done by your competitor in the Saturday 
Evening Post. But there are other examples, some with problems very 
similar to that which you have to solve. 


Barrett Company—Tarvia 

This company, selling a product used for road building, deals with 
county and city officials and contractors who are also politicians. The 
Barrett Company has used the Saturday Evening Post every year from 
1922 through 1926 for the purpose of reaching these county and city 
officials indirectly -through the voters who use the roads. The 
success and continuation of this advertising is an indication of the 
results to be obtained from such an advertising plan as we are 
proposing to you. 

It is true that the individual citizen is not greatly concerned whether 
Tarvia or some other asphalt product is used on the roads in his local- 
ity, provided these roads are economical and durable. They are prob- 
ably little if any more concerned with such details, than they are with 
the pump from which they get their gasoline. But in many cases con- 
tractors and local officials have become convinced through the adver- 
tising and supplementary sales efforts that not only is Tarvia a quality 
product suited for their needs but also that it has a standing or accept- 
ance in the minds of the consumers, their constituents, which cannot be 
lightly disregarded, and that all things considered it is good business 
to follow what will probably prove the line of least resistance and use 
a product which will undoubtedly meet with popular approval. 


«, 
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American Stainless Steel Company—Stainless Steel 

This company has been carrying on a campaign in the Saturday Eve- 
ning Post during 1926 to arouse the public to favor products made 
from stainless steel. The company has taken pages in the Post to talk 
about the products of its customers in an endeavor to so convince the 
ultimate consumer of the value of stainless steel that they will favor 
products made from it. 


American Rolling Mills Company—Armco Iron 

This company has spent for the 12 years beginning 1914 and ending 
1925, $783,825 in the Saturday Evening Post, an average of over 
$65,000 a year in space alone. Its product, although bought by the 
ultimate consumer, practically loses its identity and at the start of 
the company’s efforts was considered a factor of minor importance in the 
completed articles. However, its consistent advertising has brought 
very satisfactory results and made the unobtrusive triangular trade- 
mark so generally well known that consumers now convinced of the 
value of Armco Iron show a decided preference for products made 
from it. 


Bunting Brass & Bronze Company—Bunting Bushings 

Here is a product that loses its identity for the most part. Yet this 
concern has adhered to advertising in the Saturday Evening Post over 
a five-year period. During this time it has spent $192,000 in the 
Post. 


E. I. DuPont de Nemours & Company, Lid.—Duco 

While this company has a product which the ultimate consumer 
actually receives, nevertheless, it was the custom for automobile manu- 
facturers to use the finish they considered best or the kind that they 
could buy to best advantage on their standard cars. At any rate, the 
purchaser of the car had little or no choice in the selection of the kind 
of finish used, and the finish, except for the color, was not an important 
point in the car owner’s mind. 

In April, 1924, the DuPont Company first started advertising in the 
Saturday Evening Post, at which time it was able to state that the 
makers of Oakland cars provided their 1924 models Duco finished. By 
November, 1924, the company was able to announce 11 manufac- 
turers who had standardized on Duco as a finish for their automobiles, 
and this list gradually grew until in April, 1926, two years from the start 
of the campaign, it had a total of 23 manufacturers listed as finishing 
their cars with Duco. 

Duco in its advertising has listed the makes of cars using it, and has 
reproduced customers’ trade-marks and pictures of the cars themselves 
in its Saturday Evening Post copy. As a result, not only has the com- 
pany found its advertising campaign successful, as judged by the 
increased space it has used in the Post, but also this campaign has 
apparently met with the approval of customers, the automobile 
manufacturers, 
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Size and frequency of space 

While it is not necessary that you match your competitors’ adver- 
tising page for page, you must at least create the impression throughout 
the trade that youare doing so. Large space advantageously scheduled 
will give this impression, making a moderate size campaign more 
impressive than the more elaborate one not so effectively prepared. 
Judicious use of large space and the striking appeal of the copy often 
builds up the impression of leadership and dominance in the readers’ 
minds. 

If for no other reason, the fact that your leading competitor is using 
full pages in the Saturday Evening Post would make it desirable that 
you use space equal in size. 

As an indication of the increasing appreciation of page space on the 
part of national advertisers we cite the records of the Curtis Publishing 
Company, showing that full pages in the Post increased from about 
22% of the total advertising in 1906 to almost 70% in 1916, and during 
the 10 years since then it has averaged practically 80% of the total. 
Of course, there are products small in cost and convenient of purchase 
which do not justify this use of large space, but in your case page space 
is the most effective and economical. 

We are planning that you use a double-page spread in colors to open 
your campaign, followed by seven pages in black and white, through- 
out that portion of the year in which almost three-quarters of your 
pump sales are made. 

It would, of course, be desirable to run pages throughout the year, 
but we realize that this is not possible with the amount of money you 
can logically appropriate at this time. Therefore we are recommending 
that your campaign open with the double spread early in March, fol- 
lowed every fourth issue by a black-and-white page until the middle of 
September. As we have pointed out, this will permit your advertising 
to be very effective in that part of the year when buying is most active, 
when car owners are the most interested in, or cognizant of, gasoline 
and its dispensing equipment, and when oil company executives and 
filling station operators are most interested in pumping equipment. 

We are submitting on the following page the schedule for this 
national magazine’s advertising, showing the amount of space, the rate, 
and the total amount involved, which is $73,725. 

To make your budget complete we are including an allowance for 
the preparation of drawings, engravings, and type composition, and 
electrotypes for this national consumer advertising. The detailed 
estimate is given at the end of the plan. Although, naturally, this item 
cannot be quoted with absolute accuracy at this time, we have esti- 
mated it carefully and the figure is approximately correct. 

Estimated art and plate allowance for magazine advertising, 
$5,201. 

In submitting this copy policy we are offering what might be termed 
the formula by which we have built and plan to build all your consumer 
advertising. 
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Briefly, the theme of our copy policy is this: to feature the brand 
names of as many of your customers as possible, then to say, ‘These 
are gasolines you can depend on, dispensed by pumps that measure 
accurately and filter clean. You can use any of them with perfect con- 
fidence. The oil companies who distribute these gasolines have done 
everything in their power to give you the best possible motor fuel. As 
evidence of this they have even taken pains to see that you get it clean 
and in full measure.’”’ Which leads into the story of Clark pumps in 
which the filter which assures clean gasoline and the check-valve which 
assures full measure, will be especially featured. But for the special 
purpose of influencing oil company officials and filling station operators 
who read the advertising, those qualities of the Clark pumps which 
appeal particularly to them will also be emphasized, such as the ease 
and speed of operation, the self-return feature, and the added space 
available for the oil companies’ own advertising. Each advertisement 
will close with an effort to get the motorist to send for a booklet. 

Striking illustrations will be used in each advertisement, together 
with a list of some of the brand names of gasoline distributed by Clark 
customers. Two illustrations of Clark pumps, a visible and a piston 
pump, will appear in each advertisement. 

The featuring of a number of brands of gasoline on one advertise- 
ment should arrest the attention of the car owners, and we feel that it 
will be bound to attract the attention of all oil company officials and 
filling station operators as well. 

This policy of featuring the brands of gasoline should, furthermore, 
arouse a very favorable reaction among oil company officials instead of 
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their antagonism because it does not attempt to subordinate the gaso- 
line to the pump. Instead of telling the car owner to buy any gasoline 
just so long as he gets it from a certain pump, it tells him that here is an 
added reason why he should buy almost any dependable gasoline. A 
policy that is economically sound. 


Consumer booklet 

It is desirable to have a booklet to send in answer to the inquiries 
which you may receive from your consumer advertising, although you 
should bear in mind that this advertising is not for the purpose of 
drawing inquiries. This booklet also can be distributed widely through 
filling stations. Such a booklet, in addition to providing full informa- 
tion about Clark pumps and the reasons why they should be given favor 
in the minds of the car owners, will also give the motorist useful and 
timely information and suggestions pertaining to the various types of 
gasoline and their function in his car. In addition, this booklet will 
serve as an additional means of cooperating with your customers, the 
smaller oil companies, whom it is manifestly impossible for you to 
feature extensively in your magazine advertising. 

This booklet as designed will prove of real interest and an actual 
help to car owners and it will thus present Clark pumps to them in the 
most favorable way, and it should win the hearty approval of most if 
not all of your prospective customers, the oil companies. 

The Clark Pump Company decided not to accept the plan of 
consumer advertising submitted by the agency and instead to con- 
tinue with its previous advertising plans. 


ComMMENTARY: This case calls for an appraisal of the lengthy 
reasoning of the advertising agency in recommending consumer adver- 
tising for the gasoline pumps of the Clark Pump Company. The inves- 
tigation made pointed at first blush to the futility of consumer 
advertising; yet the agency took the information provided by the 
investigation and from it undertook to build a case for consumer adver- 
tising. The commentator believes that the executives of the Clark 
Pump Company did well to reject the recommendations of the agency; 
that consumer advertising in this instance was not an economical 
business tool or effective selling strategy when cost is considered. 

The major points on which the agency’s argument was built have 
been condensed and enumerated so that they may be more easily 
appraised. The agency apparently reasoned as follows: 

1. It is possible through consumer advertising of gasoline pumps to 
interest consumers to the point where they will discriminate to some 
extent in favor of filling stations equipped with a certain brand of 
pump, even though relatively few of the consumers who were inter- 
viewed admitted such discrimination. This possibility is attested in 
part by the results of the advertising of visible pumps carried on by the 
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Clark Pump Company’s competitors. The preference shown by con- 
sumers and operators for the visible type of pump, even though a brand 
consciousness has not been established, probably is a result of consumer 
advertising. 

2. Since a discrimination on the part of the consumer in favor of 
a certain brand of pump, even though slight, can be built up, oil com- 
panies and station operators will be more likely to favor using adver- 
tised pumps, since this will provide them with some advantage in 
securing patronage, which in these times of extreme competition is 
enough to swing sales to the pump company that advertises. 

3. Consumer advertising will be more effective in reaching and 
influencing executives and minor officials of oil companies as well as 
filling station operators than would direct-mail or trade paper adver- 
tising directed to them specifically because “it is human nature to pay 
scant attention to many things that are told us, especially those which 
we think we already know, but to listen in through curiosity on the 
things which are being told the general public or our customers and 
which partially concern us.” 

4. The competing company which has enjoyed the most rapid 
growth is the one which has been the most consistent advertiser to con- 
sumers. Although it is true that his pumps have sold for less, he has 
had a standardized product, whereas standardization is not a desirable 
selling policy for gasoline pumps. 

5. National advertising will help the company to obtain national 
distribution since it will make the company known in all localities and 
will help to overcome possible public prejudices and legislative action 
against piston pumps, which, apparently, make up a large part of the 
sales volume of the Clark Pump Company, although it does sell visible 
pumps. 

6. Competitors’ advertising was effective in helping them build sales 
in spite of the fact that the copy approach was basically wrong in that 
it popularized the pump at the expense of gasoline brands. Accord- 
ingly, if a more favorable copy approach is taken, to give the impression 
that numerous oil companies use the Clark pump because they are good 
companies and accordingly use the best equipment and that for this 
they deserve patronage, then even better results may be expected from 
consumer advertising. 

7. National advertising will stimulate the Clark salesmen, give them 
pride in their company, and provide a powerful sales tool. 

8. The consumer advertising will be especially helpful in influencing 
small oil companies, a desirable market, because “the smaller companies 
are more inclined to heed the demands of the filling station operator 
when he specifies a certain type or brand of pumping equipment” than 
are the larger companies. 
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Upon investigation we find that the soundness of this line of reason- 
ing rests primarily upon the question of the power of advertising to 
develop among consumers some degree of discrimination for a brand of 
gasoline pumps and a preference for filling stations equipped with 
advertised pumps. In fact, upon the possible development of such dis- 
crimination and preference, or at least upon belief on the part of oil 
companies that discrimination results from advertising, hangs the 
agency’s case. Although in judging this question we can rely in part 
upon the figures and the opinions obtained in the investigation, we 
must turn to a more careful study of consumers’ buying motives and 
buying habits in purchasing gasoline than was developed in the ques- 
tionnaire study. Moreover, some of the data from the study, which 
was used by the agency to build its case, are open to question. 

Assuming that the sample used in the consumer investigation is 
adequate, we find that there was some knowledge of brands of gasoline 
pumps among consumers, as might be expected after the considerable 
advertising that had been carried on over a period of years by com- 
panies A, B, and C. Yet all this advertising, which had cost over 
$600,000 and had been carried on in the Saturday Evening Post over a 
period of six years, had developed little or no preference for specific 
brands of pumps on the part of consumers purchasing gasoline. Some 
preference was shown for the visible type of pump, but the study did 
not show to what extent this preference for a type of pump actually 
operated for or against patronage of specific brands of gasoline. The 
last question asked, which was cited by the agency to bear upon this 
point; namely, ‘if you knew that certain oil companies used a nation- 
ally known pump whose accuracy was vouched for, while other oil com- 
panies used an unidentified pump, would it influence you in your gas 
purchases, provided, of course, the quality of the gas used by the two 
companies was the same?” should be disregarded. It is a leading 
question, the natural answer to which would be ‘‘yes.”’ 

The agency’s investigation and its reasoning take into consideration 
to too small an extent the various buying motives and buying habits for 
gasoline. It fails to show to what extent there is a discrimination on 
the part of consumers for brands of gasolines or what motives lead the 
consumer to patronize certain brands or certain filling stations. The 
investigation isolates the factor of the pumps, produces doubtful 
evidence with regard to the importance of the pump in the consumer’s 
mind, and provides no basis for comparing the importance of this factor 
with other patronage determining factors. Such buying motives as 
convenience in purchase and dependability in quality, and patronage 
motives such as reliability of the seller were not given due consideration. 
If these buying motives were strong and the patronage motives were 
well established, then the importance of the pump as a factor in pur- 
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chase was weak. The fact that consumers generally knew that govern- 
mental agencies passed upon the accuracy of pumps was not given fair 
weight in the agency’s argument. The evidence of any great amount 
of disbelief in the accuracy of pumps was inconclusive and in this 
connection it was not exactly clear that advertising the accuracy of a 
pump per se would convince the consumer that he would get accurate 
measurement provided the advertised pump was in the hands of a 
dishonest filling station operator. 

Granting that the copy approach suggested by the agency was 
superior to that of competitors, still it does not appear that the advertis- 
ing would be sufficiently effective in overcoming the established buying 
and patronage motives of consumers for gasoline to justify the expendi- 
ture. Accordingly, I do not believe that the agency established its case 
that consumer advertising would bring even an appreciable discrimina- 
tion on the part of consumers for filling stations using advertised pumps. 

The agency argued that the consumer advertising would be more 
effective in reaching executives and minor officials of oil companies and 
station operators than would direct-mail or trade-paper advertising 
directed to them. It failed here, however, to take into consideration 
the fact that general consumer advertising would not have permitted 
the company effectively and adequately to present those characteristics 
of its pumps which appealed to strong selective buying motives on the 
part of oil companies and station operators, such as ease of operation, 
durability, freedom from repair, and dependable repair service. It also 
overlooked the greatly increased cost of a national consumers’ cam- 
paign as compared with the direct-mail and trade paper campaign in 
reaching executives and operators. 

The argument advanced concerning the effectiveness of consumer 
advertising in building competitors’ sales is inconclusive. The agency 
stated that the leading competitor had followed a policy of manufac- 
turing a standardized model and apparently had offered attractive price 
inducements. Yet, in passing, we may point out that in the plan out- 
lined for the Clark Pump Company simplification of its line was not 
recommended; in fact, it was thought that standardization was not a 
desirable sales policy, since different operators desired pumps of dif- 
ferent appearance. Although the advertising company apparently had 
had a large growth of sales, the evidence does not show that this growth 
of sales resulted from the advertising or that the advertising played an 
especially important part init. A price inducement and aggressive per- 
sonal selling were part of the company’s plan. 

The argument concerning the use of national advertising to secure 
uniform distribution of sales also is not well established. In its direct- 
mail and trade-paper advertising and in its personal selling, the Clark 
Pump Company had equal opportunity to bring sales promotion and 
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personal sales effort in whatever territories it desired. Since the com- 
pany was selling both the piston and the visible type of pumps, it could 
meet the requirements of pump buyers even in those sections where the 
visible pump was preferred. 

Finally, the agency argued that consumer advertising would be espe- 
cially effective in influencing purchases by small oil companies. There 
is grave doubt as to how far it would have been advisable for the Clark 
Pump Company to direct its selling efforts to the small scattered oil 
companies and filling station operators. In industrial marketing the 
seller must determine what prospects he can economically sell. Since a 
relatively small percentage of companies bought a large percentage of 
the pumps purchased each year, it was sound marketing practice to 
direct selling efforts primarily to the large buyers. Beyond this, it is 
questionable whether the agency even established its point that the 
small purchasers of pumps were especially subject to influence from 
consumer advertising. The early part of the agency’s report stated 
that both operators and executives of oil companies showed little belief 
in the effectiveness of consumer advertising. If the small and scattered 
prospects were worth cultivating, the company was able to reach them 
through the channels of the trade press and direct mail, and in any event 
personal selling efforts would have been required to consummate sales. 

In summary then, since consumer advertising apparently would 
have had little effect in leading the consumer to discriminate in favor of 
gasoline brands or filling stations using advertised pumps, and since 
advertising in a general consumer’s medium was not an economical and 
effective way of presenting buying motives for pumps to station opera- 
tors and oil company executives, it would have been better for the 
Clark Pump Company to follow its promotional work in the trade press 
and with direct mail. 

This case is similar in many aspects to cases involving advertising of 
fabricated materials or parts to consumers. One of the broad conclu- 
sions reached in such cases is that a fabricated material or part which 
does not enter as an important part of the ultimate product in which it 
is incorporated probably cannot be advertised economically to the con- 
sumer. Gasoline pumps are not to be classified as fabricated parts but 
as essential accessory equipment in dispensing gasoline; but the pro- 
posed advertising was to be directed at the consumer with much the 
same strategy as is employed in advertising fabricated parts to con- 
sumers. My conclusion is that the pump could not be made to appear 
of enough consequence to the consumer to alter his established buying 
and patronage motives in the purchase of gasoline. Hence, the adver- 
tising would not have been especially effective in influencing the oil 
companies in their purchases of pumps. 


April, 1928: N. H. B. 


WHITMER Matt ORDER CoMPANY! 


ADVERTISING—Discontinuance of Magazine Advertising. A large mail-order 
company, which sold its merchandise by means of two catalogs, sent to 
customers every spring and fall, from 1888 through 1914 had advertised 
regularly in women’s magazines with national circulation, and from 1915 
to 1924 had made intermittent use of the same medium. The immediate 
purpose of this advertising was to encourage requests for catalogs. In 
1924, the advertising manager, believing that the results secured from 
this type of advertising were not commensurate with the expense and 
that sales would increase satisfactorily without it, decided not to pur- 
chase any magazine space for the spring of 1925. 

(1924) 


The Whitmer Mail Order Company sold, directly by mail, 
men’s, women’s, and children’s clothing, as well as curtains, 
blankets, and linens. In November, 1924, the company contem- 
plated the discontinuance of its magazine advertising. The presi- 
dent of the company was of the opinion that the results secured 
from this type of advertising were not commensurate with the 
expense, and that sales would increase satisfactorily with no 
magazine advertising. 

In 1924 the company had 3,000,000 customers, to all of whom 
it sold only on a cash basis. The number of orders received had 
increased from 4,000,000 in 1915 to 9,100,000 in 1923, as shown 
by Exhibit 1, 


EXHIBIT I 


NUMBER OF ORDERS RECEIVED BY THE WHITMER MAIL ORDER COMPANY, 
BY YEARS, FROM I9I15 THROUGH 1923 








Year Number of Orders 
TOTS 0 Maminascosieine, © coamvoumias oa as guste actos 4,000,000 
TOTO nchevcacrn ois meee eco crane Tre ete Oe NERO RE ROR Ree es 4,500,000 
EON eRe EN MRM IR TEP TOON pA Ohne RS REO ey Ae cho Ome 0 5,026,000 
LOIS wii Cae d ead odie ob atel tien ire eros Renee ene wea 5,741,000 
LOL si tant siuie sine Mica So ton Rest aa ean Ran eee Ree a 5,661,000 
TOQO caieney, Velen Cienl-P acetate tae Manoel iataere a ne me 6,038,000 
TO 2T i hrcks Clic ve leah heen a ep atte ieee cece ow ene 5,512,000 
TODD 5 aos acd Ghat races Aes ceee aks ah air th Metta es at 7,620,000 
LO23 ate ye Pe Me eee LOT i LO See PE ease 9, 100,000 


1 Fictitious name. 
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In 1923 the company’s net sales had amounted to $52,340,000. 


Sales and profits from 1914 to 1923, inclusive, are given in 
Exhibit 2. 


EXHIBIT 2 


NET SALES AND NET PRoFITs OF THE WHITMER Mart ORDER ComMPANY 
BEFORE DEDUCTION OF FEDERAL TAXES, BY YEARS, FROM IQI4 
THROUGH 1923 














Net Profit 
before Deduction 
Year Net Sales of Federal Taxes 
TQ DAC it ict Seay? ee sient kali By Ad OA $15,165,000 $1,013,000 
POMS Seen UP hear GoM ee ok Sach aintni aoa ae eee 17,372,000 I,O015,000 
LOE ORME e cer oR as Brive merits fash) eae enechunths 21,554,000 2,082,000 
UO 7 Rome eee eee ees es Se ene ean 27,650,000 2,571,000 
LOT O ame wm Pre cotta ae Ghia ech et eee ae ee 33,485,000 1,669,000 
LOR OREN ATC ya eT hot ahacickacGee ea. 39,450,000 2,327,000 
LC) 2 OES Raed teers te eee ART Sy eran sdoolensthno Hen 47,704,000 I,130,000* 
LO) 2 EM eR Eas Seer for eee hh Sand bes 37,481,000 2,440,000* 
LOD QReemen gee Ae ees ods ese esy cre acces ee NG a 45,358,000 2,047,000 
LOD SPP EM yells Maladie sie bos ieee Ee ee 52,340,000 2,765,000 


In the spring and again in the autumn of each year, the com- 
pany sent catalogs describing its merchandise to approximately 
4,000,000 persons; the cost per copy delivered was about 50 cents. 
In addition to these two large catalogs, the company sent out flyers 
announcing a sale of white goods in January, and others announc- 
ing a midsummer sale in June. The immediate purpose of any 
magazine advertising which the company had done was to encour- 
age requests for catalogs. From 1888 through 1914, the company 
had advertised regularly in February, March, April, September, 
October, and November in women’s magazines with national 
circulations; it had used full-page advertisements in the Ladies’ 
Home Journal each season since 1905. From i915 through 
1924 the company had followed no definite policy in regard to 
magazine advertising. In some years the company had not pur- 
chased any space in magazines; in others, it had spent amounts 
varying from $6,000 to $225,000 for advertising in women’s pub- 
lications. In 1915 the company had had difficulty in obtaining 
paper upon which to print its catalogs, and consequently had not 
wished to encourage requests for them by advertising. From 1916 
through r919 the company did no magazine advertising. During 
that period, the company’s prices were changing rapidly, and, 
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since the catalogs contained complete price lists, the company did 
not wish to distribute large numbers of them. 

Exhibit 3 summarizes the company’s magazine advertising for 
the years from 1914 through 1924. The company did no other 
advertising, except through the distribution of its catalogs. 


EXHIBIT 3 


SUMMARY OF THE WHITMER Matt ORDER COMPANY’S EXPENDITURES 
FOR MAGAZINE ADVERTISING AND THE TYPE OF MEDIUMS AND 
SizES OF INSERTIONS USED FROM I914 THROUGH 1924 
wl nn ee a ee eee 











: Size of 

Year Amount Spent Mediums Taserticns 
1914 $225,000 25 women’s magazines Full page 
IQIS 6,000 2 women’s magazines Full page 
None until 
1920 Spring 7,500 I women’s magazine Full page 
1920 Fall 70,000 Data not available 
1921 Spring 151,000 Data not available 
to21 Fall 100,000 Data not available 
None until 
1923 90,000 5 women’s magazines Full page 
1924 Spring 85,000 9g women’s magazines Full page 
1924 Fall 85,000 9 women’s magazines Full page 





The Whitmer Mail Order Company competed with about 25 
mail-order companies, nearly all of which advertised in general 
magazines. The company’s largest competitor had spent an 
amount equal to about 14 of 1% of its nets sales for advertising in 
general magazines since 1922; and the second largest competitor 
since the summer of 1921 had spent an amount equal to approxi- 
mately 1% of its net sales for this type of advertising. The first 
company’s gross sales in 1923 were $191,000,000, and the second 
competitor’s net sales in that year were $123,700,000. Both these 
firms, like the Whitmer Mail Order Company, sold several lines 
of merchandise. Exhibit 4 shows their sales for the years 1918 to 
1923, inclusive. 

Another mail-order firm that sold only wearing apparel spent, 
in 1923, approximately 214% of net sales, which amounted to 
$21,000,000, for magazine advertising Yet another mail-order 
company which sold only wearing apparel spent for magazine 
advertising in that year an amount equal to 114% of net sales, 
which were $18,000,000. 


WHITMER MAIL ORDER COMPANY 485 


The advertising manager of the Whitmer Mail Order Company 
stated that the total initial purchases of customers secured through 


EXHIBIT 4 


Gross SALes oF LARGEST COMPETITOR OF THE WHITMER Matt ORDER 
CoMPANY AND NET SALES oF SECOND LARGEST COMPETITOR, BY 
YEARS, FROM 1918 THROUGE 1923 








Largest Competitor Second Largest Competitor 


Year Gross Sales Net Sales 

TO LOR eer ee | Saree eg eet $181 , 667,000 $ 76,167,000 
LOL OGt eer pit hoc careededuma vans oe oer 233,983,000 99,336,000 
TO ZO eee kal s Meee asta eee 233,857,000 IOI ,745,000 
LOD TH eye Meee he ores cere eee hote 150,035,000 68,523,000 
TiQ)2'2| SiBeE Bets Race RE REA Or Steines a a 160,648 ,c00 84,739,000 
LQ 2A RM at Ce See crag ine rat RU oe 191,324,000 123,702,000 





magazine advertising amounted to little more than the expense of 
the advertising. He cited as an example the experience which 
the company had had with an advertisement that had appeared in 
one of the largest magazines for women. The advertisement cost 
$12,000, and resulted in 38,000 requests for catalogs. Since the 
expense of each catalog was about 50 cents, the total expense to 
the company of sending catalogs to the new mailing list was $19,- 
ooo. The company secured 5,400 orders from those who had 
received catalogs. Since the retail value of the company’s average 
order was $6, the executives assumed that the total sales made 
from the distribution of these catalogs amounted to approximately 
$32,400. The advertising manager recognized that many of these 
new customers would purchase again and that this advertising 
probably had stimulated many of the company’s other customers 
to place orders. 

The company, nevertheless, decided not to purchase any adver- 
tising space in magazines for the spring of 1925. 


COMMENTARY: The Whitmer Mail Order Company had been in 
operation long enough and had developed a business large enough to 
establish patronage motives with a large clientele. In maintaining 
and in expanding the volume of its sales, the company’s task was 
primarily one of finding means of keeping old customers, who had 
already had catalogs, ordering regularly. In other words, the company 
probably had a larger opportunity for profit through devising schemes 
of making resales than in placing its catalog in new hands; yet the 
placing of its catalog in the hands of good prospects was an essential 
part of its promotional program. 
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Whether magazine advertising could be used to good advantage 
by the company, either in inducing new prospects to write for the 
catalog or in stimulating old customers to order, cannot be decided 
conclusively from the facts presented in this case. The evidence 
indicates that through special offers in magazines requests for catalogs 
could be induced at a not excessive price. An extended check of 
sales to these catalog requesters would be advisable as real evidence 
of the value of the inquiries. The case does not indicate, moreover, 
what other means the company had of getting its catalogs into the 
hands of new and interested prospects and the extent to which these 
means might be more economical and effective than space advertising. 

As suggested in the case, space advertising can play a part in the 
marketing policy of a mail-order business. Well devised copy can 
increase the familiarity of the public with a company’s name and help 
to establish patronage motives. Through featuring special offers, 
such advertising can build up business on particular items or lines. 
Through the merchandise featured, it may act as a stimulant in leading 
present catalog holders to reorder. Fortunately, in the case of the 
mail-order firm, it is feasible to set up a record system which will give 
data not only on the cost of securing catalog requests through various 
means, but also on the sales resulting from such requests. Thus, a 
basis for determining the relative effectiveness of different methods 
of distributing the company’s catalogs is secured. It is interesting 
to note that the Whitmer Mail Order Company apparently had found 
space advertising in magazines as a means of soliciting requests for 
catalogs and stimulating reorders more valuable in its early years than 
subsequently, when it had an established clientele and a large volume of 
business. 


March, 1929 NOEs 


SLOANE & Topp! 


INVESTMENT BANKERS 


ADVERTISING—Selecting Form of Financial Advertising. An investment firm, 
which never had advertised, because of the growth in volume and 
diversification of its business considered doing so in 1927. In order to 
determine the most effective form of financial advertising, the firm made 
a study of such advertising in newspapers, in the Commercial and Financial 
Chronicle, and in the magazines known as the quality group. 


(1927) 


In 1927, Sloane & Todd, a Boston investment house, was con- 
sidering what policy it should pursue in regard to advertising in 
the local newspapers. ‘The firm never had advertised in the past, 
but the growth in the volume and diversification of its business 
had led it to consider doing so at that time. 

After its formation in 1916 the firm did a business which was 
largely brokerage until 1925, when it began to participate as a 
dealer in various selling syndicates and to originate a few small 
issues. The firm’s customers were all located in Boston or the 
neighboring suburbs. The house employed four salesmen, and 
the two partners also did a substantial amount of selling. The 
house was a member of the New York and Boston stock exchanges; 
it had a man on the floor of the Boston Stock Exchange but 
handled its New York Stock Exchange transactions through a 
correspondent in that city. 

In order to determine the most effective form of financial adver- 
tising, the partners of Sloane & Todd made a study of such 
advertising in the Boston newspapers, the Commercial and Finan- 
cial Chronicle, and the magazines known generally as the quality 
group. ‘The partners studied advertisements not only of invest- 
ment houses but also of investment trusts, investment counsels, 
and other financial institutions which advertised extensively. The 
advertisements shown in Exhibits 1 to 6 were selected as being 
typical of the various forms of advertising used by these institu- 
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Bonbright & Company 


Investment Securities 


NEW YORK 


DETROIT 


BANGOR 
MILWAUKEE 
SAN FRANCISCO 
SCRANTON 


DAVENPORT 
PITTSBURGH 
SPRINGFIELD 
BALTIMORE 


PHILADELPHIA 
ST. LOUIS 


ELMIRA 
PORTLAND 
WASHINGTON 
ALBANY 


CHICAGO 


PROVIDENCE 

ROCHESTER 
WORCESTER 
NEW HAVEN 





Exhibit 1: Harvard Business Review, April, 1927. 
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ADDITIONAL ISSUE 


$3,000,000 


Edward G. Budd Manufacturing Company 


7% Cumulative Preferred Stock 
Series of 1925 


Awtheriaed $30,000,000; outstanding (including this isrue) $8,312,000. pone es pene am pm 
for Sinking Fund, spon so days’ motice at 110 ond occrucd devidends. 


Exempt from present Pennsylvania 4 Mills Personal Property Tas 
Dividends exempt from present Nornsal Federal Income Taz 


CAPITALIZATION AND SURPLUS 
(epen compietion of present financing and issuance of 49,112 additional shares cf Common Stock) 
Funded D-bt: 
First Mortcage Serial 6% Gold Bonds, due Angust 1, 1977-1933 
(closed), $295 009 
6% Sinlong Fund Convertible Gold Bonds, due February 1, 1938, 2,989,000 s8,591,008 


Capital Stock and Surplus: 
Prefecred Stock, 7% Cunrulative: 
Series of 1923. $2,840,200 
Serice of 1925 (including this issoe}, 5,471,800 esrz000 


Common Stock, 245,560 shares, no par value, net assets evailable 
for Common Stock (excluding patents and deferred asscts), 8.998.637 


The Company also hee outstanding two real estate mortgages, $325,000 at $% and $300,000 a 
6%, butb due in 1927, 


Preferred Stock of the Series of 1973 and Preferred Stock of the Serice of 1975 sre identical in rights, 
peivileges and terms, crcept that Sinking Fund payments are applied to each Series in the proportion: 
which 'te total issucd amount bears to the combined total issued amount of all Scrice, 


Prov hs letter to 3, Edword G. Budd. Esq., President, farther remmorises os folloes. 


BUSINESS: Edward G. Budd Manufacturing Company, incorporated in Pennsylvania 

in 1912, largest manufacturer of ees automobile bodies im world, has 

ezpacity of 1,000, 000 bodies a year Company 1s also engaged in manufacture and 

of diversified stec! products in automobile industry Plants, owned and leased, 

et Philadelphia and Detroit. Customers include large proportion of leading auto- 

mobile manufacturers in United States. Growth in business has been rapid and 

substantial. Salca have mcreased from $5,125,936 in 1916 to $24,743.359 in 1925, 

and for fret 9 months of 1926 were at annual rate of over $43,000,000. Present 
orders at annual rate of over $80,000,000. 


ASSETS: Net assets (exclusive of patents and deferred asscte), after deducting efi 

abilities other than capital etock, amount to $17,310,637, equal to more 

than $208 per share of total Preferred Stock now to be outstanding. Total current 

assets, as of August 31, 1926, but giving effect to the present financing, amount to 
$12,627,425, of more than 3 times total current liabilities of $4,066,513, 


EARNINGS: Average annual net earnings available for dividends for 10 years ended 
December 31, 1925. were $1,256,813 oz more than twice the $581,840 
dividend requirement on Preferred Stock now to be outetanding, ard for last 4 years 
were $1,761,088 or more than 3 times thie requirement lot earnings for 
ended December 31 1925, were $2,495,674 or more than 444 times, and for the § 
months ended August 3] 1926, were $1,757,165 or at tho rate of more than 414 
times thie requirement. 


Company jointly and severally with Budd Wheel Com, hes recently leased 
from Budd Realty Corporation additional space more than doubling floor aree 
available for this Company Total annual rental $1,050,300, of which this Com 
pany is pnmarily liable for 63% . or $661,500, and of this Inst ammount $205,128 is 
to be used for cumulative sinking funds on bonds of Budd Realty Corporation, 
the stock of which the Company has option to purchase dunng life of lease. 
rental (of which cnly a part was payable and so deducted in period covered by above 
earnings) constitutes a cherge priot to Preferred dividends. 


Provisions governing the furtrer tsrus of tha Preferred Sich, defining its preferences, the lemvlatioms 
of ita voting power ctc., are descisded in acircular copy of whick may be odtsined wpom request 


Application will be made to list thts Preferred Stoeh on the New Yark Stock Exchangs 
We Recornmond this Preferred Stock for Investment 


Price 97 and accrued dividend, to yield abort 7.22% 


Preferred Stock offered when, a3 ond tj tssued 026 recewed by us end subject to approess of cowsssl 


Lee, Higginson & Co. Brown Brothers & Co. 


Tre adore statements. while not guaranteed ove based upon 
Boston informetion and adexte which we beliewe accurate and relable. 





Exhibit 2: The Boston Herald, October 8, 1926. 
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SUCaOUEOUUUULENUSODI 


ft. Bouthera California Bdiewa Company 


2. Ldado Power Comreny 
3. NevadsCalifomle Entcerts 


Public Service Compeny 
trie Company 


$. Kansas Gas & Elec 


6. Central Iinote Public Service Compesy 
7. Carolina Power & Light “Suipeay 

z Binghamton ree Heat & Power Cas 

ic Service Company 


9, New England Publi 


A Prime Requisite of Safety 


ecurtty of invested capital requires in- 
S telligent diversification of investments, 
Such a distribution may be secured without 
going beyond the Power and Light industry. 
The business of every Power and Light 
Company is in reality a cross section of the. 
prosperity in each territory served. 


Such a group of units serving widely sepa 
trated productive areas, with electric current, 
produced by varying methods, and from in- 
dependent sources of power, offer one of 
the best examples of genuine diversification. 


To the investor this means a well-balanced 
combination of safety and income returm 


ene rT 


TTT 


Tue companies listed above, are power and light untts whose territories and 
methods of power generation vary widely. We are thoroughly acquainted in 
each case with the organization and management of these companies and 
can recommend their securities for investment. 


A booklet discussing the factors underlying such securities, together unth 
full information on any of the companies above will be sent on request 


Write for Booklet JF-3 


esos en Agee res) 


BOND PEE NEM ENE 


BO STON, MASS, 
17 Court Srreer 





Exhibit 3: The Boston Traveler, May 31, 1927. 


SLOANE 


& TODD 


20 Public Utility Bonds 


Combining Yields of 5.35% to 6.00% 
with Short-term Possibilities 


ANY investors woufd like more short-term bonds in their 
holdings, but find it difficult to obtain chem in che current 
market at 2 satisfactory rate of yield. An interesting alternative is 
offered in callable long-term bonds approaching or selling near 
their call prices, X 
If future interest rates favor the calling of chese bonds, they 
will serve, meanwhile, the purpose of short-term’investments 
with actracte yield; and, in cases where the present price 


eocres 
ere 
64% 
85% 
64% 


6% 


mereerre 
9-0-1948 


ore 

Easvern Wrseovsin Evectare Courant 

First Len and Refunding Morwgage, Senco B 
Kestucny Uniturties Company 

Firtt Mortgage Lien, (Now First) Serta D 
Mioove West Powea Compant 

First Mortgage, Senes A 
Cricaco, Noxtw Suore aro Minwacsee 

Rartacan Company 

First ond Refunding Morcgage, Series A 
Mivore States Waren Woans Compare 

Firtt Morcgape Cotteceral, 


Sioux City Seavice Courare 
First Mortgage, Senee dus rose 


Centrar Power Courant (Nebr.) 
First Mortgage, Sener C 
Cemrnar Euttwoys Pusute Seavice Compare 
First Mortgage and Refunding, Series C 
Cewraar tnorawa Power Company. 
Firt Morrgege Collateral and Refunding, Serica A 
Kewrvery Hypno Exectuc Company 
First Morrgage, Senie A 
Drvrawa Evectarc Corporation 
First Mortgage, Series A 
Tue Kansas Power awo Liont Compare 
int Mortgage, Sener. A 
West Onto Gas Compasy. 
First and Refunding Mortgage, Series A 
Kewrocey Unies Company 
First Mortgege Lien, (Now First) Serie © 
Wiscoxsin Power & Licut Company 
Fire Lien and Refunding Mortgage, Seren C 
Pontrano Erectric Powen Companr 
Fiett Lien ond Refunding Mortgage, Senes B 
fiurvots Power ano Licnt Conrorarion 
First end Refunding Mortgage, Scries B 
Cerraat {tumors Puscie Service Company 
First Mortgage and Refunding, Series O 
Interstate Puscic Seavice Compant” 
First Mortgage ond Refunding. Senes © 
Wisconsin Pustie Seavice Conroaation 
Fires Lien and Refunding Mortgage, Senes B 


O4-t948 
S-A°1943 
St-tgss 


S1-t-1936 


T-t-t947 

6-8-1949 

S9rt-tp47 

S-tt9s$ 

1B-¥1954 

$trtgsa 

Stet 944, 

$r9-1947 

B3-t-t9 sg 

34% | Srt-1950 
$4% 
sK% 


ot-t950 


A-t-tosd 


is tsi che call price, afford possibility of some appreciation fo 
principal. 

On the other hand, If the bonds are not called, chey will yield 
the holder a rate of income, to maturity, which is above the present 
formal rate for compatable securitics 

The lise below, msde up of public utility tssues of our own origte 
mation, affords a wide range of selection, More detailed information 
tegarding any of che ofenngs will be givea upon request. 

Meee evacerT 


marvarry aout 
anor 


$-04% 0 0 0 6.0% 
$.80% 4 0 « 6.00% 


$:% «6 « 6.00% 
$:99% 0 6 §-99% 


erceere 
ry 


cate 


e110 rusrene once 


Non-<allable to >-¢-. 
‘Thereafter to wits 
Non-callable co 9-1. 
Thereafter to Saar 


Non-callable to ¢-1-29 
Thereafter to g-8-33 


so74 tos 
60734 to8 
10736 1081¢ 
fog tor 
toe 

+ 9.03% 
+ $.0% 
© $-79% 
© $.% 


$-99% » 
5-9% « 
555% « 
5-$3% » 


To st-t-3¢ £09 
Thereafter co tt-1-38 to 


To 11-16 fey 
Thereafter to tofgt toa 
To 6-t-29 tog 
Thereafter to &t-34 109 


To 1.1.29, £07) 
Thereafter to £--39 8 
Non-callable to 7-t-33 
Thereafter to 7-1-37, 0074 


To 6.1.19 tog 
Theresfter to 6-134 bog tog 


Non-callable to ¢1-t-39 
Thereafter to tt-t-37 bo74 tog 


To tt-t-4g tos tog 


$.8% 
1.60% 


$-98% 
$-66% 


$:64% 


$-70% 
$-2% 


$-70% 
5.10% 


To 1-1-3 to7 tog 


oy, 
Pas ty cart prey I) 


$.63% « $-9% 
$-$5% «+ + $.70% 
$:99% + +» $.70% 
$:36% +» + $.40% 
1.5% + > - $.40% 
$-35% + +» $.40% 
$-39% + 6 + $.35% 


° CT eid to Cat te fume rheat Ror? 
OVicd fe Ont ans cone come Ca 


To §-1.32 to; to; 
Theeeher © §-1-37 na 7 
To §-1-29 fo fo: 
Theater to $-1-34 ie : 
To §-1-42 fos soon 
Thereafter priostomat’'y 10234 Mie 
To 6-0-5 MOS toa 


To 6-1. fo, fet, 

Therealter to 6-49 es 4% 

To 1ot-3§ tog son 

Thereafter to to-145 101g 

To t-0. 1064 toals 
Cer OD bo1-4y vos 


ALL OFOERIWOO ARE MADS CUBJACT TO PRIOR CALE ARB CHAHOH TR PAIS 


HALSEY, STUART & CO. 


tneonronate® 
85 Devonshire Street 


encase wrw ToRE 
ef Louis eToON 


PHILADELOHTA 


DETROIT CLEVELAWD 


iLwavere MINNEAPOLIS 


Exhibit 4: The Boston Herald, December 17, 1925. 
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Announcing: 


The Investment @ompany of America 


An Invesnaant Trust 


AUTHORIZED CAPITALIZATION 
Preferred Shares ($100.par) $5,000,000 
Common Shares (no par value) 200,000 Shares 


©" Investuent Company or Auenica has been formed as a Business Trust, administered by Trustees who are 
thcorporated as a Trustee, ign under Michigan law, to conduct the business of an Investment Trust. Its 
prt 18 to obtain for the investor a higher return on capital employed than ts ordinarily available with safety to, 

um as an individual. It 1 engaged solely in the business of investing and reinvesting its resources in seasoned, market- 
able secunties and affords its shareholders safety of principal through careful examination, broad diveraficationand con- 
etant supervision. The organization consists of four main divisions of function:-A Boatd of Trustees, a Research De- 
partment, an Economic Council and an Advisory Board. These units work in close co-operation toward the conserva- 
tive and effective investment of the Trust fund. 


THE ADVISORY BOARD is vested with the final power of veto or approval of securities recommended by the 
Trustees for investment of the Trust fund. Its membership includes men who have achieved success in many helds 


and are the heads of industnal-and financial mstitutions of wide. scope and contacts: 


Lg ave eons ‘Adding Machine Com 
Director: Security Trust , Dare Ehern Compeny, 
Standard Accsdent Insurance pany 
LEO M. BUTZEL, Darou, 
Stevenson, Burscl, Zaman and Long. Attorneys. i. 
Director First Nanonal Bank in Detroit, Secunty Trug Company, 
Standard Accdent Insurance Company, Detront Sree! Products Co. 
ROY D. CHAPIN, Detrow, 
* Chawmen of the Board, Hudson Motor Car Company, 
Director First Notional Bank mm Detrott, Guerdion ¥ rust Cone 
pany of Detroit 
STANFORD T CRAPO, Datroie, 
Seeretary-Treasorer, Huron Portland Coment Comper sy 
Director’ Firs Natronal Compowy of Derron, Pere Merquene 
Railway Company. 
EDWARD E. MacCRONE, Detrot, 
E. £ MacCyone & Company, 
Director Burcka Vacuum Cleaner Company. Michigan Copper 
and Brass Company. 


THE ECONOMIC COUNCIL advises the Trustees as 
to the formation of the investment policy and in the 
eelection of types of securities and lines of industry 
favored by economic trends. It is composed of a group 
of distinguished economists, including: 


JOSEPH 8. DAVIS, 
Professor of Economics, Stanford Untverstey, ond Director of the 
_ Pood Research Inseteste. 


EDMUND E. DAY, 
Professor of Economics and Dean of the School of Burness Admine 
istrenon, Univer any of Michigen, 


TRVINO FISHER, : : 
Professor of’ Economics, Yale Unnersitiy end Chairman of the 
Board, The Kerdex Insticuer. 

DAVID FRIDAY,: 
Economut, 


and Director, National Biweau of Econom Reasterch 
by Appointmens of American Economic Assoctation. 


THE etal van with the 
tufe a rove: Advisory Board. 
the Rasta 

Edward E, M " 


of Dykema, Jones and Wheat, and Albert J. Hettinger, 
‘The investing public will be 


t and advice ot the Economic Counci 
CharlesJ.Cotlinsaad Jonathan B. Lovelace 


Detront, April 19, 1927. 


TAMES $. HOLDEN, Derot, 


President, S. Holden ones 
Soe Board, Sxurity Trust Company: » Wayne 
Codnty and Home 3 Bank, Detrot Edison pany, 
Truce, Tha Northwestern Murual Life Inswrance Compeny. 
CHARLES 6. MOTT, Flins. 
Viet-Prendent, General Motors 2+ poration: = 
Derector. National Bank of Conmnerce, Detrom Tran Compangt 
President, Industral Savings Bonk of Pha. 
© A. PIERCE, New York City, 
E A. Pierce & Company, 
Members of the New Tork Stock Exchange, 
B.D. STAIR, Deror, 
President, The Detvole Pree Press; 
Drrector: First National Bank in Detrota, Detroit Trust Compan, 
Paige-Desrou Motor Car Co., Deeroit Creamery Ca, 
THOMAS H. WHITE, Cleveland, 
Vice-President and General Moneger, 
‘The White Motor Company. 


THE RESEARCH DEPARTMENT {e continuously 
enga; in analyzing economic conditions, financial 
trends, and in study of leading industries and lines of 
trade and of individual com engaged therein. This 
fully personnelled organization has as department heads: 
ALBERT J. HETTINGER, Ja, 
Dwector of Research. F. 
Harvard University Graduate of 
and Economust to the Pederel Reserve Benk of Boston, 
CLYDE R. CHAMBERS, 
fos boat Lend Cony ne ee 
Formerly Economic Analyst and Chief of the Section of Scastatica, 
U.S. Treasury Depertment. 
ALEXANDER STANDISH, 
Public Unity Analyses. Formerly matiaician, Drasion of Bcoramtz 
Starisnica, American Felephone end Telegraph Ca, 
CHARLES 8. COREY, 
Railroad Analyses. Ft motteacien, Tadustrial Sistas 
Dwision, Federal Reacrwe Bank of Boston. 
RAGNAR NAESS, 


Industnal Com Analyses. Pormer!; Devition 
of Statistics, Paderel Reserve Bonk of Neo Tork 


ion, 
bled ipate in the benefits of th 
as nt . co Linkin ace . ts of the Trust through the purchase of preferred 


will be made in the near future. 
E. B. MacCaons & Company 





Exhibit 5: The Boston Transcript, April 20, 1927. 
















SLOANE & TODD 


Here is a single invest- 
ment—shares of Incorpo- 
rated Investors—that gives 
you ownership in twenty- 
five of the most prosper- 
ous established business 
enterprises in America. 


Can you think of a better 
place for your money— 
regardless of amount? A 
pes where funds will 
ave security so great— 
yield so reasonable—capi- 
tal increase so constant. 


Expert research has dem- 
onstrated that over a pe- 
tiod of years a properly 
diversified list ot sound 
common stocks is equa 
to bonds in safety—and 
superior in income an 
growth of capital. 


Join today—tbe a partner 


in 25 outstanding business successes 


However, only the expert 
statistician can select the 
best stocks—only the 
wealthy have sufficient 
money for proper diversi- 
fication. 


Shares of In ated In- 
vestors meet all the re- 
quirements of the small 
—as well as the large— 
investor. It provides the 
proper amount of diversi- 
cation in the best com- 
panies in each industry. 


Incorporated Investors does 
not attempt to snatch a 
quick stock market profit 
——but ownership of its 
shares MAKES YOU A 
PARTNER with Ameri- 
ca’s leaders—and builds 
your fortune with theirs. 


INCORPORATED 
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INVESTORS 


An Investment Trust Managed by 
Parker, Putnam & Nightingale, Inc. 
60 State Street, Boston, Mass. 














Incorporated Investors gives you owner- 
ship in Dupont, Atchison, American 
Talebhons United Fruit, Electric Bond 
and Share—a total of 25 leading com- 
panies—22 of which on 29 occasions 
during the past year gave increases in 
income. 


MAIL THIS TODAY 
Parker, Puram & Nightingale, Inc 
60 State Screet, Baston, Mase. 
Please send me illustrated booklet about 
INCORPORATED INVESTORS~and full 
information about the shares. 


Exhibit 6: The Boston Traveler, March 9, 1927. 
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tions, although the partners realized that the rules of the New 
York Stock Exchange would prevent their using some of these 


types. 


ComMMENTARY: It is evident, of course, that the financial institu- 
tions whose advertisements appear in this case are of widely different 
types and that these samples of advertising are not expected to be used 
in parallel situations. The difference in the effect of these advertise- 
ments on the average reader, however, is marked. 

The rules of the stock exchange often are blamed for the failure of 
financial houses to use effective advertising, but there is serious question 
whether the blame should be placed on this organization alone. Many 
financial houses not members of the exchange and therefore not 
governed by its rules still follow a style of advertising which has long 
ago been discarded in other fields. Although Sloane & Todd had to 
be governed by the rules of the Boston and New York Stock Exchanges, 
folders, letters, and newspaper and magazine advertisements of other 
members of these exchanges indicated that in spite of these rules more 
effective methods could have been used than the obsolete and uninterest- 
ing style of advertising followed by so many financial houses. 

In almost every field but that of finance, large sums of money have 
been spent in studying the appeals most effective in persuading indi- 
viduals to buy the merchandise advertised. Attempts also have been 
made to arouse in the reader a realization of new wants. 

With the increased prosperity throughout the United States in 
the period following the World War, there has been a great increase 
in the number and types of individuals who are customers for financial 
institutions. To take full advantage of this new field, a few trust 
companies and similar organizations have begun to use the force of 
advertising. Many of the investment houses, however, have taken the 
attitude that they must follow the obsolete methods of a quarter of a 
century ago in order to appear conservative; they frequently excuse 
their lack of interest by the statement that advertising plays only a 
small part in the sale of their securities. An examination of the 
advertisements of houses following this policy indicates that in all 
probability this statement not only is true but will undoubtedly con- 
tinue to be true so long as these organizations continue to follow 
archaic methods and refuse to profit by the advancement made in 
advertising in other fields. 

Whether or not the average financial house approves the type of 
advertising shown in Exhibit 6, the fact remains that this appeal has 
been extremely successful. Other institutions have used this emotional 
as well as educational appeal in a modified degree. Sloane & Todd, 
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therefore, should have adopted the educational type of advertising 
as far as possible. In those cases where the publication required three 
insertions a week for the advertiser to obtain the lowest rates, the house 
might have adopted the policy of using one large insert of the educa- 
tional type each week followed by two of the small corner-card style 
of insert, whose purpose would be primarily that of “rate makers.” 


August, 1929 CL ESE, 


ScANLAN Company! 


DEPARTMENT STORE 


SALES PromoTt1ioN—Daily Departmental Sales Events in Store Holding Fre- 
quent Store-wide Sales. A department store for a number of years 
had held the following store-wide sales, primarily to increase the total 
sales volume: a one-week Anniversay Sale; a Remnant Sale, held twice 
a year for a period of two weeks; an Economy Sale, held twice a month 
for one day; and a Dollar-Day Sale, held on one day each month. In 
the early part of 1924, because sales were less than for the same period 
of the preceding year, the company considered inaugurating daily depart- 
mental sales events in addition to the store-wide sales. Under this plan, 
one department would be featured on each day. 

(1924) 


In the early part of 1924, because sales in the department 
store of the Scanlan Company were less than for the same period of 
the preceding year, the merchandise executives of the company 
considered the advisability of inaugurating daily departmental 
sales events. 

In the 80 departments of the Scanlan Company’s store, mer- 
chandise to the value of $7,734,000 was sold in 1923. Ninety per 
cent of the sales made by the store were for cash, since a policy of 
granting credit to customers had been in effect for only two years. 
The total annual expenses of the store had averaged 31.5% of net 
sales both in 1922 and in 1923. During the same period the stock- 
turn had approximated five times a year. In 1922, the net 
profit had been 3% of net sales, and in 1923, 3.25%. The total 
salesforce expense in 1923 had been 6.8% of net sales, while the 
total buying salaries, including the receiving and marking pay 
roll, had been 1.6%. 

For a number of years it had been the company’s custom to 
hold store-wide sales, primarily to increase the total sales volume. 
For the Anniversary Sale, held for a week every November, 
approximately 200 extra salespeople were hired and an additional 
20% of advertising was done. Each department of the store 





1 Fictitious name. 
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was required to feature at least one item of merchandise for that 
sale. All the merchandise purchased specially for the Anniversary 
Sale was regular merchandise of standard quality. The mark-up 
on the items featured was not to exceed 25% of the usual selling 
price, as compared with a normal mark-up of 35%. Each depart- 
ment was expected to secure an average mark-up of 35% on actual 
selling price. The total sales secured during the week of the 
Anniversary Sale usually were 15% greater in volume than those 
for the same period of the previous month. Merchandise left 
over was marked up and placed in the regular stocks. 

A Remnant Sale, also store-wide in scope, was held during 
the first two weeks of August and the first two weeks of February, 
in order to increase sales during these ordinarily dull months. The 
merchandise featured by the departments for the Remnant Sale 
consisted mainly of second-quality merchandise purchased 
specially for this sale at the most favorable prices obtainable. 
The mark-up on the items featured in the Remnant Sale averaged 
about 28% of the selling price. The same number of extra sales- 
people were required and the same amount of extra advertising 
was done for the Remnant Sale as for the Anniversary Sale. A 
sales increase of 25% over the preceding month usually was 
obtained as a result of the Remnant Sale. For the purpose 
of disposing of special merchandise remaining after this sale, a 10% 
reduction in the retail prices sometimes was made; these goods 
never were given an additional mark-up and placed with the 
regular stock of merchandise. 

A store-wide sale known as the Economy Sale was held on the 
second and fourth Wednesday of each month. Merchandise 
featured for this sale was of the same quality as that usually sold 
in the store. No extra salespeople were hired and there was no 
extra advertising, although all the regular daily advertising was 
devoted to the announcement of this sale. The mark-up on the 
items featured by the departments for the Economy Sale was 
the same as that obtained on the merchandise featured during the 
Anniversary Sale, 25% of the usual selling price. A sales increase 
of 8% over the preceding Wednesday usually was obtained on the 
day of the Economy Sale. 

The Dollar Day Sale, held on the third Thursday of each 
month, was also a store-wide event. For this sale no extra 
salespeople were employed, but the advertising expenditure was 
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increased by 3314%. The merchandise featured for this sale was 
of regular quality and bore a mark-up of 20% of the usual retail 
price. No mail or telephone orders were accepted, and a limit 
was placed on the amount of merchandise that a customer could 
purchase in each department. For instance, if blankets were 
featured by the house furnishings department, each customer could 
purchase only two of them. A sales increase of 15% over the 
preceding Thursday usually was obtained from the Dollar Day 
Sale. 

It frequently was difficult for a buyer to feature a different 
item of merchandise for each of the store-wide sales that was 
held, and at the same time maintain the required average mark-up 
of 35% for his department. Before a sale, it was the practice 
of each buyer to attempt to secure from a manufacturer a quantity 
of regular merchandise at less than the usual wholesale price. If 
the buyer was successful in securing an unusually large concession 
from the manufacturer, he featured this merchandise and still 
secured the required mark-up of 35%. If, for example, the buyer 
of the yard goods department induced a manufacturer of mes- 
saline silk to sell at 8714 cents a yard material which he regularly 
purchased at $1.05 a yard, he featured that merchandise at $1.34 
a yard instead of at $1.61 a yard. A buyer who was unable to 
secure a reduction, however, was forced to purchase merchandise 
at the usual wholesale price and sell it at a smaller mark-up. 
Each buyer of the Scanlan Company was paid a bonus of 1% on 
sales in excess of his quota, provided the mark-up for his depart- 
ment averaged 35%. The quota for each buyer was established 
semiannually by the merchandise office. 

Under the proposed plan of daily departmental sales events, 
each buyer, in addition to providing a special item of merchandise 
for each of the store-wide sales, was to provide special items for 
the days on which his particular department was featured. A 
mark-up of 331% of the regular retail price was to be allowed 
on the merchandise featured for these departmental sales, and 
this merchandise was to be of the same quality as that in the 
regular stocks. A schedule covering all the departments of the 
store was to be drawn up each month, and a date assigned to 
each department. On Monday of one week, for instance, millinery 
would be featured; on Tuesday, dry goods; on Wednesday, 
luggage; on Thursday, rugs; on Friday, silks and wash goods; 
and on Saturday, groceries. A buyer thus normally would have 


SCANLAN COMPANY 499 


a month in which to obtain special merchandise for the next sales 
event in his department. The regular advertising of the store 
was to be concentrated on the various departments featured for 
each day; but the appropriation for advertising was not to be 
increased. 


CoMMENTARY: This case raises the question of the desirability of 
an organized program of special departmental sales events as a selling 
policy, either in addition to or in place of a considerable number of 
general store-wide sales events.’ 

The difference between these two types of special sales events is 
sufficiently indicated by the terms commonly used in describing them. 
In certain respects special departmental sales events are more advanta- 
geous than general store-wide sales events. There is less confusion 
and consequently more freedom from errors, mistakes, and other 
causes of customer dissatisfaction. There is also less additional 
expense; ordinarily it is not necessary to hire extra salespeople for a 
special departmental sales event. Furthermore, the times of special 
departmental sales events may be adjusted to the seasonal requirements 
of the particular departments. Finally, in advertising a special depart- 
mental sales event, it is possible to emphasize selling appeals other than 
that of low price; whereas for a general store-wide sale most of the 
promotional emphasis necessarily must be given to the price appeal, 
because the great variety of merchandise offered precludes much more 
than the mere mention of the goods and their prices. On the other 
hand, store-wide sales permit much greater advertising displays and 
unquestionably draw much larger crowds of shoppers. 

In this store there apparently existed a very real danger of overdoing 
special event selling. There already were 36 store-wide sales of one 
day each, two store-wide sales of two weeks each, and one store-wide 
sale of one week. All these store-wide special events apparently were 
in addition to the usual type of semiannual clearance sales, unless the 
latter were combined with the semiannual remnant sales in August 
and February. 

It is to be noted that for these store-wide sales events the planned 
mark-ups were stated as percentages of the ‘“‘usual retail price.”’ Thus 
if buyers were able to obtain substantial concessions in price from 
manufacturers, the average mark-up on actual selling price might well 
approximate or even exceed the normal mark-up. It is important, 
however, to consider the possible reactions of manufacturers to such 
tactics. If a department store buyer approaches a manufacturer not 
more than once or twice a year with a request for substantial price 





2See case of the Bellvanise Company, 5 H.B.R. 321. 
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concessions, the manufacturer may be entirely willing to grant the 
buyer’s requests, especially if these requests come at times when the 
manufacturer desires to clean out stocks of seasonal merchandise. 
When, however, department store buyers seek to obtain price conces- 
sions from manufacturers as frequently as they apparently did in this 
case, the reaction of the manufacturers can scarcely be favorable. 
Indeed, there is every reason to suppose that under these circumstances 
manufacturers will tend to lower the quality of the merchandise sold 
to stores for such special sales events. 

There is furthermore the consideration that a large retail sales 
volume obtained by forced methods is less satisfactory in the long 
run than a normal growth of sales. Sales volume obtained through 
special sales events is less solidly based on consumer goodwill and 
consequently more difficult to retain permanently. Stores relying 
largely on special sales events as a means of sales promotion find it 
increasingly difficult to maintain the same rate of increase in sales from 
year to year. Consumers tend to become “sales wise,’’ and increased 
doses of the same stimulant become necessary to hold their interest. 

There are strong reasons for believing that it would have been a 
serious mistake for the Scanlan Company to undertake the proposed 
program of special departmental sales events on top of its existing 
program of store-wide sales. Even if the number of store-wide sales 
had been substantially reduced, it still is doubtful whether a program 
calling for a special sales event featuring specially purchased merchan- 
dise in some one department on each day of the week would have been 
a sound policy, A more suitable policy would have been the adoption 
of a modified program of special departmental sales events in place of 
some of the store-wide sales. 

It is to be noted that the total expense of this store, 31.5% of net 
sales for 1922 and 1923, was higher than the typical total expense 
figures as reported by the Harvard Bureau of Business Research for 
stores with sales between $4,000,000 and $9,999,000 for those years, . 
and also that the net profit figures of the Scanlan Company, 3.0% for 
1922 and 3.25% for 1923, were both lower than the typical net profit 
figures for the stores in the previously mentioned volume groups. 
On the other hand, the Scanlan Company’s rate of stock-turn for both 
years was somewhat higher than the typical figures for stores of the 
same approximate sales volume.? 


May, 1929 MePi NE 


_ Harvard Bureau of Business Research, Bulletin No. 37, Operating Expenses 
in Department Stores in 1922, page 62, Table 27; and Bulletin No. 44, Operating 
Expenses in Department Stores in 1923, page 80, Table 33. 





Tasep & Company! 


DEPARTMENT STORE 


SALES PromoTion—Use of Special Departmental Sales Events. In June, 
1924, a department store which, as a result of a business depression, 
was having difficulty in maintaining a sales volume equal to that of the 
corresponding period of the previous year, believed that without special 
merchandising efforts total net sales for the year would be less than in 
1923. The management decided to double the planned sales increase 
for the fall season of 1924 over that of 1923, apportioning it among the 
store’s divisions in approximately the ratios which each division’s sales 
bore to total sales of the store. To secure this increase in sales, the 
store was to hold a series of special departmental sales events during the 
last 5 months of the season, for which buyers would attempt to purchase 
lots of merchandise at prices 20% to 30% lower than the usual prices 
for the same grade of merchandise. The store’s past experience with 
departmental sales events had been that about 60% of them were 
successful. 


(1924) 


In common with many other eastern department stores, Tasp 
& Company, in the spring of 1924, had difficulty in maintaining a 
sales volume equal to that of the corresponding period of the pre- 
vious year. This tendency towards decreased sales was ascribed 
to a business depression and not to competitive conditions. Each 
year since 1914, except in 1922, the net sales of Tasp & Company 
had increased over the sales of the preceding year, as shown in 
_ Exhibit r. 

In June, 1924, however, there was every indication that, 
unless an improvement in business conditions occurred, or some 
special merchandising efforts were successfully made during the 
fall season, the total net sales for the year would be less than 
those of 1923. The executives of the store believed that the 
existing personnel could sell, without extra assistance, from 10% 
to 15% more than the sales which had been planned originally for 
the fall of 1924. The executives, consequently, sought to devise 
some means of stimulating sales during the fall season. 
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Tasp & Company specialized chiefly in the sale of medium- 
price goods. One of the upper floors of the store, however, was 
divided into a number of exclusive shops in which were displayed 
originals and copies of imported merchandise. This method of 
merchandising was used to attract the upper strata of consumers. 
The merchandise in these shops equalled in price and quality that 
sold by some of the exclusive shops of the city. In order to 
appeal also to customers who desired low-price merchandise, the 
store operated a bargain basement as an entirely distinct mer- 
chandising organization. The management was satisfied with the 
results obtained in the bargain basement. 


EXHIBIT I 


SALES, EXPENSES, MARK-DOWNS, AND Gross MARGIN oF TAsP & 
COMPANY, 1914-1923 


SALES | EXPENSES | MARK-DOWNS 
NNN —_——— | Gross Mar- 
YEAR Net Change Net Change Net Change aero 
from Previous | from Previous | from Previous 
Year Year Year 
TOQEA Perse adore + 4.3% — 7.3% —26.2% 27.1% 
LOLS sieiesss arc. < a oO Alea) — 8.1 27s 
TOTO: Aen toe. hele +19.9 On —29.8 28.0 
LOE ivcrure nas: =“1-12).0 meee —I10.0 29.1 
LOLS Se ap Os) ona = ues 28.3 
TOL ass ees +13.0 + 3.6 +27.5 27.8 
EQ 20 utes ena. Seer 7 =O 28.3 
TOQT eee eee + 8.5 = 2.7 O73 26.7 
TO22 ie oo eee TES + 3.1 — 33.3 30.0 
TOD Sepa nese is Ons — 354 109) 30.3 


Tasp & Company employed in the main store approximately 
1,850 people: 550 sold merchandise in the various departments; 300 
were classified as indirect selling employees, such as stock clerks; 
and the remaining 1,000 employees comprised the non-selling 
personnel, 

The departments in the main store were divided as follows 
into divisions, each of which was under the control of a division 
manager: 
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Divisions DEPARTMENTS 


Gloves; glove and garment cleansing; neckwear; jewelry; hosiery; 
veilings; leather goods; Christmas gift departments; umbrellas; toilet 
goods; handkerchiefs; knit underwear. 


> 


B Boys’ clothing, furnishings, and hats; shoes; camp outfits; luggage; 
men’s clothing and hats. 

Cc Men’s furnishings. 

D Men’s and boys’ shoes; children’s shoes; girls’, misses’, and women’s 
shoes. 

E Girls’, misses’, and women’s millinery. 

F Furs. 

G Misses’ suits, coats, and dresses; women’s suits, coats, and dresses; 
bathing suits; the style shops. 

H Muslin underwear; petticoats; house garments; aprons; sick-room 
supplies; infants’ departments; girls’ and juniors’ coats and dresses; 
misses’ and girls’ waists; women’s waists; skirts; sweaters. 

iT Corsets and brassieres. 


After consideration of the situation in June, 1924, the manage- 
ment of Tasp & Company decided that it would be desirable to 
double the planned increase of sales for the main store in the fall 
of 1924 over the fall of 1923. Under the revised plan sales would 
have to be increased approximately $1,000,000. 

The management, therefore, asked the division managers to 
suggest methods of securing the desired increase in sales volume. 
The division managers proposed that a series of special sales events 
be held during the last five months of the fall season, October 
through February. For these special sales, the department buyers 
would undertake to purchase lots of merchandise at prices 20% 
to 30% below those at which the store usually purchased the same 
grade of merchandise. Stock inventories were not to be increased 
except temporarily. In no case were the planned stocks at the 
end of February, 1925, to be increased. The management desired 
to have none of the specially purchased merchandise on hand for 
the spring season, which began March 1, because styles presumably 
would have changed by that time. ‘The store’s financial position 
was strong, and purchases of additional merchandise could be 
made without taxing the company’s credit. The division man- 
agers proposed to apportion the $1,000,000 sales increase among 
the divisions in approximately the ratios which each division’s 
sales bore to the total main-store sales. 

Planned and actual figures for the main store for the fall 
seasons of 1922 and 1923, and planned figures for the fall of 1924, 
were as shown in Exhibit 2. 
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The number and the dates of the sales events which each 
department would hold would depend upon the size of the special 
lots of merchandise which each buyer could purchase from the 
manufacturers and wholesalers with whom he did business, the 
time of year when the lots would be available, and the planned 
volume of increased sales which had been allocated to his depart- 
ment. For instance, the buyer for the toilet goods department 
proposed to purchase six lots of perfume, soap, and cosmetics, to 
retail at $2,300, $6,800, $1,970, $3,700, $13,280 and $4,200; 
whereas the buyer for the jewelry department proposed to pur- 
chase only one lot of watches, to retail at $2,400. 


EXHIBIT 2 


PLANNED AND ACTUAL SALES, MARK-DowNs, Gross Marcin, TOTAL 
EXPENSE, AND STOCK-TURN, IN MAIN STORE OF Tasp & COMPANY 
FOR FALL SEASONS, 1922-1924 





SALES 

Division a Planned 
Planned Actual Planned Actual ee 1924 with 
1922 1922 1923 1923 = $1 , 000, C00 

g24 Increase 
A $1,444, 000|$1 , 307, 000]$1 , 427 ,000/$1 , 393 , C00} $1 , 506 ,o00/$1 , 785 ,000 
B 552,000 545,000 611,000 654,000 781,000 898 , 000 
Cc 404,000] 333,000] 374,000} 356,000} 398,000] 417,000 
D 416,000 316,000 307,000 318,000 380,000 428,000 
E 168,000 146,000 169,000 I5Q,000 283,000 307,000 
F 472,000 486,000 535,000 470,000 538,000 605,000 
G 1,659,000] 1,442,000] 1,768,000] 1,570,000] 1,887,000] 2,116,000 
H 1,436,000] 1,164,000] 1,324,000) 1,314,000] 1,491,000] 1,657,000 
I 128,000] 104,000 10g ,000 107,000 III,000 121,000 

Total Main 


Store. .. .|$6,679 , o00|$5 , 843 , 000/$6 , 684 , 000/$6 , 341 ,0001$7 , 375 , 000|$8 , 334,000 
peels Pieri WP || dees we rey dee teat Rails 9 dt see! SINS os ee ee ee a 
MaArxk-DOWNS 
(Net Sales = 100%) 


A 6.0% 7:9% 6.5% 9.7% 6.7% 
B 8.5 Ti.2 8.3 9.0 7.0 
C ns 9.7 6.5 10.1 8.0 
D 7.9 ELE 8.1 9.3 9.0 
E 10.5 13.0 II.o 14.3 10.3 
F ee 10.8 9.2 122 8.4 
G 7.8 9.5 7.9 10.6 8.4 
H 7.0 To 6.2 7.9 6.4 
I : BNO ‘SAE 6.3 5.0 6.2 
Total Main 
Store.... 6.8 Q.2 He 9.7 7.6 
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Exuisit 2 (Continued) 
Gross MARGIN 
(Net Sales = 100%) 
Division s 3 
Planned Actual Planned Actual ne 
1922 1922 1923 1923 aoe 
A Bea 20.3% 31.2% 28.9% 30.6% 
B 27.0 28.1 27.0 26.1 28.9 
C 30.2 28.9 20.7 27.4 29.1 
D 29.8 20.3 28.2 2 Tas 30.6 
E 37.6 40.3 40.3 37.8 39-9 
F 36.9 33-7 33-7 30.2 36.7 
G 30.0 30.8 30.1 28.7 30.7 
H 30.0 29.2 30.2 29.0 20.5 
me 34.5 Biles B12 Bens Bane 
Total Main Store...... 30.5 28.5 30.4 28.7 30.9 
EXPENSE 
(Net Sales = 100%) 
A TIROR hg ok ||'fe eacr aces 23.1% 22.3% 23.2% 21.5% 
BD Se | epee 29.5 27.7 27.8 24.9 
CHRP oe eisai 2007, 23.9 24.5 24.9 
IB ce 8 Ree ear 28.5 27k Nee 260.4 
BD mle ely linet tg Sacer 38.3 Bons) 35.6 32.0 
EP ip Site ert. : 21.4 20.6 20.6 18.4 
Ge re ll ake, See OTe 25.5 20.3 22.7 
ET hd || urtrstn ks 29.5 Bae 2750 25.0 
PEROT ISL 5.3 30.5 Qa 27.4 27 aL 
Motaiviain Stores.:aecl) eciea 25.5 25.4 26.1 23.6 
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Total Main Store...... 
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Originally 

Planned Actual Pisaned 
1923 1923 ro0a 
2.5 2.3 1.7 
Tay TO 1.9 
2.2 2.3 2.1 
2.2 ih Bi 1.4 
Bo) 4.1 4.2 
2.3 2.0 2.5 
SAO) 5.3 5.6 
4.6 5.4 4.3 
2.1 2.4 3.1 
2.9 2.9 2.9 
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In 1915 Tasp & Company had discontinued store-wide sales 
because of the strain which they had placed on the store’s selling 
and service personnel. Since then, the store had used depart- 
mental sales events as a means of disposing of specially purchased 
lots of merchandise. Departmental sales events were considered 
more satisfactory than store-wide sales, because the buyers fre- 
quently could purchase first-quality merchandise at low prices 
during the middle of the season when manufacturers had difficulty 
in obtaining orders. 

The store’s experience with its departmental sales had varied. 
Frequently, specially purchased merchandise was not disposed 
of during the special sales, and had to be carriedin stock. Because 
the identity of such merchandise was lost, it was impossible to 
determine accurately the success or failure which had attended 
special sales events in the past. The management estimated, 
however, that approximately 60% of the departmental sales had 
been successful. It was thought that 40% of the store’s previous 
departmental sales events had been either partial or complete 
failures. In some instances, the buyers had purchased lots of 
merchandise which included both good and poor values; the cus- 
tomers soon had discovered and purchased the best merchandise, 
and the store then had had to sell the remainder of the lots at 
substantially reduced prices. 

The series of sales events which the division merchandise 
managers planned for the fall season of 1924 differed from those 
which the store had held previously only in that the special 
purchases were to be planned carefully in advance. These goods 
were to be bought by the same methods used in buying special 
lots in the past: the purchasing of manufacturers’ surplus stocks, 
the placing of orders for mid-season delivery, and the exertion of 
pressure to procure price concessions. The division managers 
planned to have no increase in expense, with the exception of a 
$50,000 additional advertising appropriation. 

One of the division managers submitted the following set of 
instructions which he planned to give to his buyers: 


1. The sales events are to be big, outstanding events on wanted 
merchandise—not a series of small sales. 

2. The values are to be so strong and the type of merchandise 
so distinctly in demand that the sale will clean up in one to three 
days and will not lag over a period of time. If this is done, the sales 
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resulting will be really additional sales. You will avoid loading 
your stocks with odds and ends left over from sales lots. This 
last point must be watched carefully by each buyer, and every 
effort must be made to clean up. 

3. While it is hoped that the mark-up on this merchandise will 
be reasonably close to normal, it is expected that in some cases we 
shall be obliged to take a somewhat lower profit. 

4. Before closing any deal, the buyer must submit the proposi- 
tion to the division manager or the merchandise office. If possible, 
samples should be submitted for inspection, and if acceptable, the 
full cooperation of the publicity office will be obtained. We are 
assured that every event will be given generous publicity. 

5. The amount of additional sales volume which is required 
from you, as shown in the special departmental sales plan, must 
be obtained. 

6. Detailed buying plans must be submitted to the division 
manager, and a tentative plan for the operation of these special 
events must be outlined month by month to show how much of 
your quota you expect to fill each month. 


Part of the special sales plans of the buyer for one of the 
shoe departments, showing typical concessions from manufacturers 
and typical mark-ups, was as follows: 











Mfr’s Mfr’s. 











: Quantity to < Retail 

ee Be Purchased Eee aaa Price 

Tan Lace Boots—sizes 5 to 8......... 632 pairs $1.90 | $1.50 | $2.00 
Patent Cloth-Top Button Boots—sizes 

BELONG teeter ete te ere et verry ecsuolore ne 355 I.90 I.50 2.00 

Tan Lace Boots—sizes 814 to11...... 366 2.60 2.00 2.85 
Patent Cloth-Top Boots—sizes 814 to 

Ti TAM Lee ee tele excracerstohousyete orevep Rotate 270 2.60 2.00 2.85 

Tan Button Boots—sizes 5 to 8....... 209 1.90 1.50 2.00 

Patent White-Top Shoes—sizes 5 to 8.| 120 I.90 I.50 2.00 





The average mark-up on the special purchases was expected 
to be from 30% to 33%. Division managers proposed to have 
samples of as many special lots as possible submitted to the mer- 
chandise office before the sales events; a representative of the 
comparison office then was to shop other stores to see whether the 
buyers’ proposed prices were materially lower than those charged 


by competitors. 


The management of Tasp & Company decided to undertake 


the planned program of special departmental sales events. 
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ComMENTARY: An organized program of special departmental 
sales events covering a limited period of time is to be distinguished 
from a policy of store-wide sales such as described in the Bellvanise 
Company case,” and also from a policy of conducting special depart- 
mental sales at opportune times in particular departments. 

In any appraisal of the soundness of Tasp & Company’s decision, 
it is desirable to take account of the probable effect of the proposed 
program on volume of sales, on gross margin, on the total expense ratio, 
and on the rate of stock-turn. 

As regards volume of sales, the proposed program of special sales 
events might be expected to result in some increase, because of the 
price inducements offered and the additional advertising. Gross 
margin is, of course, primarily the resultant of original mark-up and 
mark-downs. The proposed program might be expected to reduce 
original mark-up substantially, particularly if the plans cited for the 
shoe department are typical. With regard to mark-downs there was 
reason to believe that these might be increased, because of the necessity 
of further price reductions to dispose of merchandise left over from the 
special sales. On the other hand, if substantially all the merchandise 
bought especially for the sales events could be disposed of at the time 
of the sales, the ratio of mark-downs might be decreased. Weighing 
all these factors in the balance, it appears that the gross margin for 
Tasp & Company was likely to be lowered. 

In theory the effect of these special sales on the total expense ratio 
should be to reduce it, because of the presumed larger volume of sales 
over which to spread indirect and overhead expenses. On the other 
hand, it must be pointed out that certain expenses, such as advertising, 
possibly wages of salesforce, and certainly buying expense, were likely 
to be increased because of this program. 

If a substantial volume of merchandise was purchased especially 
for these sales, the rate of stock-turn might be increased. The actual 
realization of this result, however, depended on the rapid disposal of 
most of the merchandise during the period of the special events. If 
substantial quantities of the specially bought merchandise were left 
over, no improvement in the rate of stock-turn was likely. 

In view of the experience of the management that approximately 
40% of departmental sales in the past had not been successful, it seems 
a fair supposition that the final net profit resulting from the interaction 
of the various factors of sales volume, gross margin, total expense, and 
rate of stock-turn would not be satisfactory. 

Additional factors to which the management should have given 
consideration were the possible effects of its special sales program in 





25 H.B.R. 321. 
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trading down the quality of the merchandise, in causing dissatisfaction 
among manufacturers who might resent the exertion of pressure to 
procure price concessions, and in lowering the prestige of the store in 
the minds of its clientele. 

A final point may be urged. The data in Exhibit 2 do not indicate 
that Tasp & Company had been particularly successful in correlating 
its actual performance with its planned sales, planned gross margin, 
and planned total expense. Its plans had erred on the side of optimism. 
Yet in the face of a tendency to declining sales volume, it was proposed 
arbitrarily to increase the planned sales figure for the fall season of 
1924 by approximately $1,000,000. It may be reasonably pointed 
out that a program of this kind was not in accordance with sound 
policies and methods of merchandise planning, particularly when it 
is remembered that special purchases of the kind proposed inevitably 
have a disrupting effect on price lines, sizes, color assortments, and 
so on. 

The present commentator does not mean to imply that a depart- 
ment store faced with an apparent declining tendency in volume of 
sales should passively accept the situation as inevitable. On the other 
hand, he believes that a program of forced stimulation of sales by means 
of special departmental events not only was unsound in these particular 
circumstances, but in general is not compatible with sound policies and 
methods of merchandise planning and control. 


June, 1929 M. P. M. 


WALBOURNE COMPANY! 


DEPARTMENT STORE—FURS 


SALES PromoTion—Continuance of Special Sales Event. In a department 
store which, in common with other stores, for several years had held a fur 
sale in August, in order to smooth out its sales curve by increasing sales 
volume in a dull month, the desirability of continuing to hold this sale 
was questioned. During the past few years the sales volume realized 
from this sale had not equalled that of earlier years. The merchandise 
manager believed that because manufacturers regarded the August 
business as assured, they had raised their prices accordingly, with the 
result that these sales were beginning to lose the support of the public. 
Despite his objections to the August fur sale, the merchandise manager 
decided to continue it, because it was an established event and because 
without it the store as a whole would make a poor showing for the 
month of August. 


(1922) 


Early in June, 1922, when the fur buyer and the merchan- 
dise manager of the department store operated by the Walbourne 
Company were making their plans for the annual August fur sale, 
the question arose whether it was desirable to continue holding 
this sale? In 1911, the Walbourne Company had established the 
policy of having a fur sale in August in order to help smooth out 
its sales curve by building up the volume during one of the dullest 
months in the year. In order that they might smooth out their 
own seasonal peaks, fur manufacturers had been willing to quote 
attractive prices. Other stores had followed the example of the 
Walbourne Company; and in a few years the August fur sale had 
become an established custom in the city. 

The August fur sale of the Walbourne Company, during the 
five years immediately preceding 1922, had not equalled in volume 

1 Fictitious name. 

? In order to increase sales, several competitors of the Walbourne Company had 
decided to sell furs on the instalment plan. Under this plan an initial payment 
was to be made on the garment and the remaining amount paid in monthly instal- 
ments, over a period ranging from five to ten months in length. Garments sold on 
the instalment plan were priced higher than those sold for cash or on open accounts. 


(See case of the Mayo Company, David, D. K., and McNair, M. P., Problems in 
Retailing, A, W. Shaw Company, 1926, page 698.) 
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the August fur sales of earlier years. It was generally conceded 
that the small volume in 1920 was the direct result of the high 
prices then prevailing. Regarding the other years, neither the 
fur buyer nor the merchandise manager was sure whether the 
explanation of the decline lay in higher prices, in less attractive 
values, or in the fact that the novelty of the sale was wearing off. 
The impression was prevalent, however, both in the Walbourne 
Company’s store and in competing stores, that the August fur 
sale was no longer the important sales event that it had been. 

During the normal fur selling period the initial mark-up 
on furs ranged from 40% to 45% of the retail prices, and the main- 
tained mark-up varied from 37% to 38%. These high initial 
mark-ups were caused by the short selling period, the heavy 
expense incurred in maintaining the department, and the necessity 
of taking substantial mark-downs later in the season. The 
maintained mark-up of 37% to 38% usually was sufficient to 
yield a net profit of from 1% to 3% of net sales. When the 
August fur sale had been instituted, the Walbourne Company 
had made its initial mark-up for the sale 30% or 31% of the 
selling prices, and in the early years of the sale it rarely had used 
a mark-up higher than 33%. 

In ro1z and the years immediately following, cash discounts 
offered by manufacturers had been 8% 10 days, with December 1 
dating. By 1921 the discount had not changed materially, for 
the fur buyer of the Walbourne Company in that year had bought 
a considerable part of his merchandise for the August sale on 
terms of 7% 10 days, December 1 dating, and a somewhat smaller 
part on terms of 10% 10 days, with no postdating. 

Neither the discounts obtained nor the initial mark-up had 
changed materially; yet the management was convinced that the 
fur department was not giving customers as good values as it had 
in the August fur sales in earlier years. The impression was 
general that this special sales event had been so firmly established 
that manufacturers had come to consider the August business 
assured and had raised their prices accordingly. In his study of 
the question the merchandise manager of the Walbourne Company 
reached the conclusion that special seasonal sales events of the 
general type of the August fur sale moved in cycles of three 
stages: the first stage was characterized by attractive values and 
the effective cooperation of retailers and manufacturers; the second 
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stage came when either the retailers or the manufacturers, or 
both, began to think themselves sure of the business and hence 
to reduce the amounts of their price concessions; and the third 
stage was reached when. these special sales events began to lose 
the support of the public. 

The merchandise manager concluded that the August fur 
sale was in the third stage, and that it might be the part of wisdom 
for the Walbourne Company to seek a substitute. The desired 
sales volume could be obtained only by holding a special sale 
in one of the store’s major departments. Cloth coats seemed 
the most likely possibility. 

It was evident, however, that cloth coats in many ways 
were not so well suited as were furs for a special off-season sales 
event. The style for fur coats usually was set with some definite- 
ness by June. For cloth coats, on the other hand, a buyer in June 
seldom could predict with certainty developments as to the trim- 
ming, color of cloth, or type of fabric. Furthermore, the style of 
garment, and even the materials preferred, sometimes changed 
radically after the fall fashion shows. Also, the manufacturers 
of cloth coats did not have so highly seasonal a business as did 
the fur garment manufacturers. 

An additional reason for the merchandise manager’s desire 
to find some new means of increasing sales volume in August was 
that the August fur sale occasioned a considerable amount of 
extra expense for selling. When a sales force had been built up 
for the August sale, the management usually found it impracticable 
to discharge those extra salespeople in September, and preferred 
to carry them until the normal fur business began in November 
and December. 

In spite of all the objections to the August fur sale, however, 
and in spite of the impression prevalent in the Walbourne store 
that nearly the same volume of furs could be sold during the 
regular season without the August sale, the merchandise manager 
was loath to give up the sale, because it was an established event, 
and because without it the store as a whole would make a poor 
showing for the month of August. 

The merchandise manager decided not to give up the sale. 

ComMENTARY: The experience of the Walbourne Company with 


annual August fur sales is thoroughly typical. The only possible 
justification which such sales ever had was the offering of merchandise 
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to the public at lower prices than those prevailing during the fall and 
winter. While, as indicated in the statement of the case, such special 
off-season sales events originally served the purpose of permitting both 
manufacturers and stores to fill in seasonal depressions in their respec- 
tive businesses, it became increasingly difficult to offer genuine price 
advantages to consumers when August fur sales became routine prac- 
tice for practically all department stores. 

Under these conditions there was a tendency for some stores to 
begin August fur sales in July. Difficulties also were encountered 
because some stores during November and December offered furs at 
marked down prices below those which had obtained during their 
August sales. Competing stores in particular cities found it difficult to 
maintain among themselves agreements not to reduce fur prices below 
August levels until after Christmas. 

For these reasons, and also because of the widespread abuse of 
comparative prices in the advertising of August fur sales, customers 
have progressively tended to lose confidence in these events. 

In deciding to continue the August fur sale, the management 
of the Walbourne Company followed the path of least resistance. 
Any appraisal of the soundness of this decision must of course take 
into account the competitive difficulties that would have been encoun- 
tered by the Walbourne Company had the management decided to 
discontinue the August sale of furs. In the absence of an agreement 
among leading department stores looking to the simultaneous abandon- 
ment of August fur sales, only a store in a distinctly strong competitive 
position would be likely to initiate such a change in policy. This, 
as a matter of fact, is what happened in New York City in 1929 when 
a leading department store abandoned the August fur sale, for the 
following stated reasons, as reported in the Dry Goods Economist, 
April 20, 1929: 


““The volume of buying for August fur sales is now so large that 
it results in actual speculation in skins, and as manufacturers count 
on doing a large part of their season’s business in preparation for 
the advance sales, the price concessions are very meagre indeed. 
It is our belief that in several seasons in recent years, due to unsea- 
sonably warm weather and surplus stocks, customers who purchased 
furs during August in the expectation of saving money could have 
duplicated their purchases two or three months later at lower 
prices. In addition to this endangerment to customers’ goodwill 
and the risk of having the prices of raw skins bid up because of 
the early buying, there is the added consideration that the large 
investment in stock before the customers’ style preferences can be 
registered is out of harmony with modern and profitable 
merchandising.” 
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This case also suggests the general question whether it is worth 
while to attempt any type of artificial stimulation of sales in an ordi- 
narily dull month. According to data obtained by the Harvard 
Bureau of Business Research,* the variation in monthly sales for 108 
department stores with net sales of over $1,000,000, on the basis of 
average monthly sales in 1923, 1924, and 1925 as 100, was from low 
points of 77.9 in February, 77.7 in July, and 79.8 in August, to a high 
point of 165.7 in December. This pronounced seasonal variation of 
sales is apparently so characteristic of department store business 
that it raises the issue whether some account of this factor should not 
be taken in the monthly allocation of indirect and overhead expenses, 
with a view to absorbing the greater part of such expenses in months 
when sales are above average. Such methods of accounting pre- 
sumably would prevent net losses from being shown in February, July, 
and August, and thus might possibly lessen the urge to resort to 
artificial stimulation of sales at such times. 


June, 1929 M. P. M. 


3 Harvard Bureau of Business Research, Bulletin No. 57, Operating Expenses 
of Department Stores in 1925, Table 8, page 23. 





No.Lton Company! 


VARIETY CHAIN STORES—DRAPERIES 


SALES PROMOTION—Special Sales Event in Dull Period. A company operat- 
ing a chain of 25-cent to $1 stores in 63 cities divided the merchandise 
sold into 30 departments, each of which was under the direction of a mer- 
chandise manager in the central office. A gross margin quota, which 
the merchandise manager was held responsible for securing, was set by 
the company for each department. Ina month when sales in the drapery 
department ordinarily were low, the merchandise manager for that 
department received from a manufacturer an offer of finished curtains 
at a price which would permit their sale as a leader. Although a selling 
price low enough to attract consumers’ attention would necessitate a 
gross margin substantially lower than that set for the department, the 
merchandise manager decided to accept the manufacturer’s offer in order 
to increase sales during a dull month. 

(1924) 


The Nolton Company operated a chain of 25-cent to $1 
stores in 63 cities in the United States east of the Rocky Moun- 
tains. There were 68 stores in the chain. The merchandise 
sold in the stores was divided into 30 departments. The company 
offered regular lines of merchandise, and also special merchandise 
at lower-than-market prices whenever it could make special 
purchases. In the central office, there was a merchandise manager 
for each of the departments. The merchandise managers were 
allowed latitude in the management of their departments. They 
made the purchases, planned special sales, and advised the store 
managers regarding sales and inventory quotas and selling prices 
for the merchandise of their departments. 

Every six months each store manager submitted to the central 
office quotas for monthly sales and inventories, by departments, 
for the ensuing six months’ period. The six months’ periods 
were from February 1 to July 31 and from August 1 to January 31. 
The merchandise managers and officers of the company made such 
revisions in the quotas as they deemed advisable, and the revised 





1 Fictitious name. 
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quotas were returned to the store managers for approval. Store 
managers regulated their stock needs by requisitions, which were 
placed as frequently as necessary through the central office, in 
accordance with departmental planned sales for the month and 
the planned inventory at the end of the month during which the 
merchandise was delivered to the store. The merchandise was 
billed to the stores at cost, and shipped from the manufacturers 
or the company’s central warehouse. 

The drapery department had four noticeably dull months 
during the year: January, February, August, and September. In 
August, 1924, the merchandise manager of the drapery department 
received an offer of finished curtains at a price which permitted 
their sale as a leader. Curtains of this type were not sold regu- 
larly, because it was impossible to sell them profitably within 
the price range adhered to by the Nolton Company. The drapery 
department regularly sold curtain material by the yard, cretonne 
by the yard, and window shades. Because September was one of 
the dull months for his department, the manager was inclined to 
accept the offer, but inasmuch as a selling price low enough to 
attract attention would not permit the usual mark-up, he was 
in some doubt as to the advisability of acceptance. He usually 
had tried, however, to obtain sales volume during the dull months 
without regard to profits, making up any deficiencies in gross 
margin from higher mark-ups during the busy season. 

Each department had a six months’ gross margin quota 
which was the same throughout the chain for that department. 
Store managers were advised by the department merchandise 
managers regarding the retail prices that they should charge, 
but were permitted to vary the prices, provided they did not 
exceed the $1 limit and provided each department showed at 
least the required gross margin at the end of the six months’ 
period. In addition to setting the gross margin for the chain 
by departments, the company set an operating profit percentage 
on sales for each store. This operating profit was determined by 
deducting from the gross margin the amounts for pay-roll, light, 
heat, advertising, supplies, and other expenses which were under 
the control of the individual store manager. In general, the 
departmental merchandise managers were responsible for gross 
margin, and the store managers were responsible for operating 
profits. 
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The general policy was for the store managers to order mer- 
chandise from the department managers, who also could send 
unordered merchandise to the stores for special sales events, 
regulating the quantity sent to each store and the selling price. 
Such merchandise usually was from bargain lots which could be 
sold at attractive prices. 

A manufacturer of window curtains in August, 1924, was 
without sufficient orders to keep his factory in operation. He 
offered the drapery department manager of the Nolton Company 
15,000 pairs of curtains at 6714 cents a pair, to be delivered 
f.o.b. factory on September 6, net 10 days from date of invoice. 
The order was to be divided equally among the following kinds of 
curtains: plain scrim, hemstitched and ruffled; plain hemstitched 
marquisette; plain marquisette; fancy ruffled marquisette; dotted 
ruffled marquisette; and ruffled splash voile. These curtains 
regularly were sold by the manufacturer at varying prices, but 
his average price for such a lot was between go cents and $1 a 
pair. 

The merchandise manager of the drapery department knew 
that the price quoted was less than the manufacturer’s usual price. 
He also knew that department and furniture stores regularly 
secured at least $1 a pair for the first three kinds of curtains 
and from $x to $1.s0 a pair for the other kinds. By offering the 
entire lot at a price of 89 cents a pair, the Nolton Company, he 
believed, could attract attention to its stores and especially to 
the drapery departments. 

If he should offer these curtains for 89 cents a pair, he thought 
that they could be sold easily, but he would secure a gross margin 
which was substantially less than the figure fixed for the drapery 
department. If he should sell them at $1 a pair, the bargain 
might not be sufficiently attractive to appeal to customers. The 
curtains might not all be sold until October; and at that time 
customers would be likely to go to the stores where they usually 
purchased curtains. The busy season for draperies did not begin 
before the first of October. If the drapery department manager 
placed curtains on sale in September, the price had to be low 
enough to overcome seasonal buying habits. 

Because September was a dull month in the drapery depart- 
ment, the regular sales force in the stores was sufficient to handle 
the increased volume of sales that a special sales event might 
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be expected to produce. It would be necessary for each store 
to have an assortment totaling 200 pairs of curtains to support the 
advertising which each store manager would be expected to do for 
the sale. A delivery of this quantity to each of the stores would 
leave 2,400 pairs to be distributed to the various stores as the 
store managers might request, prior to the date of the special sales 
event. The number of pairs of curtains available for each store 
would not be enough to warrant advertising them unless the 
special event resulted in increased sales in other lines. 
The company accepted the manufacturer’s offer. 


ComMMENTARY: The purpose of the proposed special sales event in 
this case was primarily to increase the volume of sales during an ordi- 
narily dull month for the drapery department. It was possible for 
the Nolton Company to obtain an advantageous price from the manu- 
facturer because the latter was apparently in need of additional orders 
to keep his factory in operation. 

Inasmuch as the Nolton Company’s stores had sold only curtain 
materials and not finished curtains, and inasmuch as September 
ordinarily was a dull month for this department, it was probable that a 
substantial reduction in the usual retail price would be necessary to 
attract patronage. For these reasons it seems likely that 89 cents a 
pair was as high a price as the Nolton Company could safely place on 
this merchandise. At this retail price the mark-up over cost was 
24.2% of the retail price. Even on the somewhat doubtful assumption 
that all the curtains could be sold at the price of 89 cents a pair, the 
gross margin to be realized promised to be substantially lower than the 
required gross margin for the department. 

The normal operating expense ratio of the Nolton Company’s 
stores is not stated, but it is reasonable to suppose that, even without 
any special advertising, this expense would be very close to the actual 
gross margin obtained on these curtains, especially since some part 
of this merchandise almost certainly would be left over after the sale 
and later might have to be marked down. 

It should be borne in mind that in a chain of this kind both the 
departments, or merchandise classifications, and the stores are units 
of control, responsibility for the departments being placed primarily 
on merchandise managers in the central office and responsibility for 
the stores being placed to a considerable extent on the store managers. 
It is stated that the departmental merchandise managers were respon- 
sible for gross margin while the store managers were held responsible 
for operating profits. In this particular case it appears that the 
departmental merchandise manager, reasoning along the lines out- 
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lined above, might have looked unfavorably on the proposed special 
sales event. Quite a different line of reasoning, however, might have 
suggested itself to the store managers, somewhat as follows: ‘Certain 
fairly definite expenses will be incurred during the month of September. 
In addition to expenses of a fixed character, the personnel require- 
ments over a short period are not subject to much change. Probably 
no additional salespeople will be required to sell these curtains. There- 
fore any gross margin actually realized on this special sales event will 
be largely a pure gain. If it does not actually swell the volume of 
net profit, it will in any event help to absorb a certain amount of fixed 
overhead expense.” 

Finished curtains, however, being an item of merchandise not 
previously sold by the Nolton stores, the question may be raised 
whether display alone would have moved the merchandise with 
sufficient rapidity, especially at a time somewhat early in the season . 
for the sale of such goods. It was planned to allot 200 pairs of curtains 
toeachstore. If all were sold at the original price, the total sales of this 
merchandise for each store would thus be $178, of which $43 was the 
highest possible amount which could be retained as gross margin. 
Thus the possible amount of sales and of gross margin to be realized 
was so small in dollars and cents for each store that practically no 
advertising could be used unless the company aimed to take a definite 
loss on this merchandise with the expectation of making it up in 
increased sales of other goods. 

It appears, therefore, that the decision of the company to accept 
this offer must have been predicated on a definite plan of using these 
curtains as a ‘“‘loss leader.”” There are numerous differences of opinion 
in regard to the effectiveness of using loss leaders as a sales promotion 
policy. Personally the present commentator doubts the soundness 
of the Nolton Company’s decision in this case. 


May, 1929 M. P. M. 


KILLARNEY Company! 


DEPARTMENT STORE—MEN’S SHIRTS 


SALES PROMOTION—Reduction in Number of Special Sales Events, The men’s 
furnishings department of a department store had been accustomed to 
hold approximately 30 special sales of shirts a year, 15 in the spring 
season and 15 in the fallseason. The buyer had considered these special 
sales necessary because of the frequent sales of competitors and also 
because of his desire to increase the sales volume of his department. 
Because the merchandise manager believed such frequent sales were 
detrimental to the company’s reputation and less profitable than the 
regular sale of merchandise, he reduced the number of special sales of 
shirts to 1o in the spring season of 1924 and planned to reduce the 
number to 5 during the fall season. 

(1924) 


The buyer in the men’s furnishings department of the Killarney 
Company had been accustomed to hold approximately 30 special 
sales of shirts a year, 15 in the spring season and 15 in the fall 
season. Special sales of other merchandise in the department 
were held infrequently. The buyer had considered the sales of 
shirts necessary because of the frequent shirt sales of competitors, 
and also because of his desire to secure a steadily increasing 
sales volume in his department. The merchandise manager was 
of the opinion, however, that the special sales were detrimental 
to the reputation of the Killarney Company and that they were 
less profitable than the routine sale of merchandise. In the 
spring season of 1924, therefore, he reduced the number of special 
sales of shirts to 10, and planned to reduce the number to 5 during 
the fall season of 1924. This decision was reached in spite of 
the buyer’s protest that he could not meet competition and that 
sales in his department would be reduced by 25% if the number 
of special sales was curtailed. 

The Killarney Company operated an attractively equipped 
department store in which the annual volume of sales was more 
than $10,000,000. Sales were made chiefly in the medium and 
high-medium grades of merchandise. In the men’s furnishings 
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department, sales in 1923 were approximately $110,000; a sub- 
stantial proportion of this amount represented purchases by 
women. 


The following description was given by the merchandise 
manager of a typical sale of shirts in the spring of 1923: 


We bought 500 dozen broadcloth shirts at $19.50 a dozen to sell 
at $2.55 each; the regular selling price was from $3 to $3.25. The 
sale lasted from Saturday to Saturday, inclusive. There remained 
after the sale 280 dozen shirts, which we marked back to $3 each, 
at which price 65 dozen were sold. 

Later we reduced 215 dozen to $2.65 for another sale. After 
this sale we had on hand 188 dozen in broken sizes and colors. We 
purchased another lot to fill out the sizes and colors and held 
another sale at $2.35. One hundred nine dozen of the original 
lot of shirts remained after the sale; we put them in a clearance sale 
at $1.85 and sold 31 dozen. 

We reduced the remaining 78 dozen to $1.35 the following 
month and had 41 dozen on hand at the end of that sale. At the 
next clearance sale we reduced them to 95 cents and sold all but 
6 dozen, which we closed out to a junk dealer at $3 a dozen. 


Exhibit 1 shows the operating figures of the men’s furnishings 
department for the spring season of 10924, after the reduction 
in number of special sales of shirts, as compared with the spring 
season of 1923. 


EXHIBIT I 


OPERATING FIGURES FOR MEN’s FURNISHINGS DEPARTMENT OF 
KILLARNEY COMPANY, SPRING SEASONS 1923 AND 1924 
(Net Sales = 100%) 














1923 | 1924 


Inventory January 1, at retail.............. $29, 500 $28, 300 
Purchasesiaticost®. acta. eeu sen on en ees 46,000 39,300 
Purchases atiretail was sera ic tueen reo 75,200 65,800 
Salestoee ney cere con ac wiki ti Mees oe aS 56,500 50,500 
Mark<dowlStete mene ie nein daa nee 55350 4,790 
Inventory June 30, at retail................ 42,850 38,810 
@riginaldimarkeup py ss erachocn). we cay ac sao 38.7% 40.2% 
Grosssmar gina erst tanner pers ey acre eet lean 31.9% 32.5% 
otalfexpenseynne atone tert cee ie ae eens See 30.8% 28.4% 
INGESprohte ences ects Mea ale ss ah 1.1% 4.1%. 
Stock-turnitoriseasonsn piesa ee ee 1.7 times 1.85 times 
Amount of average sales check............. $2.90 $2.95 
Advertising expenditure................... $ 3,060 $ 2,480 


Advertising expense percentage............. 5.4% 4.9% 
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ComMENTARY: Department store executives commonly estimate 
that from 80 to 90% of the sales of men’s furnishings in department 
stores are made to women, except in cases where men’s furnishings 
departments are part of a men’s store operated more or less separately 
from the main store. The frequency with which special sales of men’s 
shirts were held in the men’s furnishings department of the Killarney 
Company probably indicates a belief on the part of the management 
that women are easily attracted by bargain appeals. 

As illustrated in this case, unsatisfactory results from special 
sales events frequently may be incurred if substantial quantities of 
the specially bought merchandise are left in stock after the time set 
for the duration of the sales event has expired. In this case the total 
net sales of the 500 dozen broadcloth shirts amounted to $13,863; 
the cost of this merchandise was $9,750; consequently the gross margin 
was $4,113. If the assumption is made that the total expense per- 
centage, 30.8% of net sales, for this department for the spring season 
of 1923, could fairly be applied to this special sale of shirts, there was a 
resulting net loss of $156.80. Even though such an assumption prob- 
ably is not fully justifiable, it remains doubtful whether there was any 
net profit realized from these special sales if the event described may 
be taken as typical. 

This apparently is a case where the special event type of sales 
policy had been overdone. It had evidently been carried to the point 
where net profit as a percentage of sales was distinctly low. It is 
probably significant also that the rate of stock-turn increased when 
the number of special shirt sales was reduced. In theory, special 
sales events ought to increase the rate of stock-turn, because merchan- 
dise specially bought for the occasion presumably is sold out within a 
relatively short time. Actually, however, so much merchandise may be 
left over from the special events that they may have the reverse effect 
on the rate of stock-turn. 

The ratio of sales of shirts to total sales of the men’s furnishings 
department is not known. A comparison of the operating results of 
the department for the spring seasons of 1924 and 1923, however, 
seems to indicate that the smaller number of special sales of shirts in 
the spring season of 1924 affected favorably the percentages of gross 
margin, total expense, and net profit. Not only was a higher original 
mark-up obtained, but mark-downs were reduced, and the rate of 
stock-turn was increased slightly. On the other hand there was a 
decline of $6,000 in sales volume. This decline in net sales probably 
reflects the instability of sales volume built up on the basis of special 
event selling. It is quite possible that the Killarney Company would 
have had to expect a further reduction in sales volume, in case it 
followed a policy of curtailing special sales of shirts to five each season. 
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While the actual net profit in dollars was larger in the spring of 1924 
than in the spring of 1923, a further decline in sales volume might have 
had the effect of reducing the actual dollar profit, because of the 
inevitable increase in the ratio of fixed expenses. 

There is reason to think, however, that in the long run the men’s 
furnishings department would have found itself in a healthier condition 
without so many special sales events. 


April, 1929 M. P. M. 


Kimm DEPARTMENT STORE! 


DEPARTMENT STORE—MISSES’ SUITS 


MERCHANDISING—Purchase of New Style by Department Store. The buyer 
for the misses’ suit department in a department store selling medium- 
price merchandise, in the spring of 1924, had purchased a stock of suits 
copied from a newly designed Parisian model, called the O’Rossen suit, 
which exclusive shops were introducing at the same time. The suits 
were not so popular as had been expected, however, and the depart- 
ment’s actual sales were substantially less than planned sales. In the 
autumn of 1924, the buyer decided to try to increase sales by selling 
“ensemble suits,” another new style, which, however, already had been 
introduced in exclusive shops. 

(1924) 


For the spring season of 1924, the buyer of misses’ suits in the 
Kimm Department Store had purchased a stock of suits copied 
from a new Parisian design. Actual sales of these suits, how- 
ever, were less than planned. Because of this experience, the 
buyer hesitated to place orders for another new style which was 
being introduced early in the autumn of 1924. 

The store, located near the center of the shopping area of a 
large New Jersey city, sold a wide variety of merchandise, includ- 
ing men’s, women’s, and children’s ready-to-wear clothing, sport- 
ing goods, piece goods, house furnishings, rugs, and toilet goods. 
Most of the sales of the store were made at popular prices, 
although some higher-price merchandise was sold. The annual 
net sales of the store were about $20,000,000. 

The second floor of the Kimm Department Store included such 
departments as women’s and misses’ suits, dresses, coats, hats, 
and underwear. ‘The misses’ suit department was located on the 
center aisle of the floor and was the second section in front of a 
bank of seven elevators. In 1922 and 1923 the net sales of the 
misses’ suit department had been: spring season, 1922, $65,586; 
fall season, 1922, $22,468; spring season, 1923, $53,832; and fall 
season, 1923, $15,598. 
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In January, 1924, the managers of retail stores and the manu- 
facturers of medium-price clothing and of high-price clothing 
expected women’s suits to be popular in the coming spring season. 
O’Rossen, a Paris habit maker, had designed a severely tailored 
women’s suit which was copied extensively by both these classes 
of manufacturers in the United States. 

In general, styles in women’s clothing originated in Paris and 
were shown at the “‘openings” of the leading Parisian dressmak- 
ers. Buyers from American manufacturers and retail stores 
which sold only merchandise of high quality attended these open- 
ings, observed the style tendencies, and purchased models. These 
models, or copies of them, then were brought to America and 
either were placed on sale at once in the shops selling exclusive 
styles or were reproduced by the manufacturers. Only the 
stores carrying high-quality merchandise purchased these models 
in large quantities. 

When it became apparent that a particular style was to become 
popular, the manufacturers of medium-price merchandise began 
to copy either the original Parisian model or a copy of it. The 
department stores selling medium-price merchandise then 
stocked these copies. As the demand increased, the manufac- 
turers of the cheapest grade of merchandise reproduced the style, 
which was sold finally in bargain basements and in stores carrying 
only the most inexpensive grades of merchandise. By this time, 
another new style had started in the stores selling exclusive mer- 
chandise. The popularity of a style, consequently, was in itself 
the cause of the eventual disappearance of that style. 

For the spring season of 1924, in view of the apparent trend 
of fashion toward suits for women, the buyer for the misses’ suit 
department of the Kimm Department Store introduced copies of 
the severely tailored O’Rossen suits. She hoped in this way to 
increase the prestige of the Kimm Department Store among those 
customers who purchased exclusive styles only. The retail prices 
of the suits ranged from $20 to $70. The buyer planned to make 
net sales of $59,000 during the spring season of 1924, which lasted 
from February 1 to August 1. 

The buyer obtained an average cash discount of 6% of net 
sales on all purchases for the misses’ suit department. This dis- 
count the store treated as a merchandise profit, and, when the 
books were closed, added it to the maintained mark-up obtained 
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in the department in order to derive the gross margin of that 
department for the season. The buyer planned an original mark- 
up of 33% of net sales and a maintained mark-up of 29% of net 
sales for the misses’ suit department for the spring season of 1924. 

The actual net sales made in the misses’ suit department during 
the spring season of 1924 were $45,489. The original mark-up 
was 32.7% of net sales, but the actual maintained mark-up was 
only 24.8% of net sales. The advertising expense of the depart- 
ment increased from 5.9% of net sales in the spring season of 
1923 to 6.3% of net sales in the spring of 1924. The depart- 
ment obtained a stock-turn for the season of 6.75 times, which 
was slightly higher than the previous average stock-turn. 

The buyer had planned to have a stock of O’Rossen suits 
amounting to $2,400 at retail prices on hand on August 1, 1924. 
In April, however, when she saw that the actual sales were sub- 
stantially less than the planned sales and that the department was 
becoming overstocked, she reduced her planned purchases with 
the result that the inventory of those suits at the end of the sea- 
son amounted to only $873. 

The merchandise manager in charge of the misses’ suit depart- 
ment stated that the failure of the department to attain the 
planned sales was due to the fact that suits were not so fashion- 
able in the spring of 1924 as the buyer had expected them 
to be. 

Early in the fall season of 1924, several stores in and around 
New York began selling a combination suit, called an ‘ensemble 
suit,” consisting of a dress and a coat to match. The buyer for 
the misses’ suit department of the Kimm Department Store 
immediately investigated the situation regarding ensemble suits in 
the near-by stores. She found that, although these suits had not 
been purchased by the stores in large quantities, many of the 
exclusive shops were offering them, and that they seemed to be 
popular. The misses’ suit department of the Kimm Department 
Store was not overstocked at that time, and the buyer decided to 
try to increase the sales of her department by selling ensemble 
suits. She purchased a stock of the ensemble suits but did not 
allow her department to become overstocked. Her planned net 
sales for the fall season of 1924 were $16,000. 

By December 1, 1924, 14.8% more suits had been sold in the 
misses’ suit department than the buyer had planned to sell up 
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to that time. She planned sales of $50,000 for the department 
for the spring of 1925. 


CoMMENTARY: The situation described in regard to the women’s 
suit business of the Kimm Department Store is typical of that which 
faced many middle-price department stores in the spring of 1924.2. The 
women’s and misses’ suit business had been very bad for a considerable 
period. All stores were looking for some new style to appear which 
would give new life to the sales of suits. When the extreme style of 
the O’Rossen model was brought out in Paris it was natural that 
manufacturers and retailers should look upon it as the one hope for 
additional suit business. The result was that the medium-price stores 
stocked this new model without waiting for the style to become estab- 
lished in the higher-price stores. 

Styles move in fairly well defined cycles. Mr. Paul T. Cherington 
has described these divisions as follows: “‘The complete life-history 
of any vogue falls into five fairly well defined parts: (1) creation; 
(2) adaptation; (3) popularization; (4) large-scale production; (5) 
abandonment.’’? 

The Kimm Department Store made an attempt to introduce a style 
in the middle, or third and fourth stages, of the style cycle. It did 
not wait for the higher-price specialty stores and higher-price manu- 
facturers to go through the period of “adaptation” and part of the 
period of “popularization.” The result of this attempt was, as is 
suggested in the case, a failure on the part of the Kimm Department 
Store to reestablish its suit business. It should have waited until the 
suits had been tried out and were established in the higher-price stores, 
rather than have attempted to anticipate the bulk of its. business in 
these new suits. 

On the other hand, we see in the Kimm Department Store case that 
another new type of suit, the “ensemble suit,’ was produced shortly 
after the introduction of the O’Rossen suit. The ensemble suit came 
through the ordinary and usual channels, in that it was first tried out 
and sold in the higher-price stores. By the time the Kimm Depart- 
ment Store was ready to buy ensemble suits, there was enough informa- 
tion available from the experiences of the higher-price stores to give 
the Kimm Department Store a basis for intelligent merchandising. The 
style was ready to be popularized. 

There are certain conclusions which can be drawn from this case. 
Styles move in fairly well defined cycles. A retail store should find 


2 See Farrington Company, 2 H.B.R. 259. : 4 ; i 
3 “Some Commercial Aspects of Styles and Fashions in the Clothing and Textile 
Industries,” Harvard Business Review, Vol. II, No. 4, pp. 421-433, inclusive. 
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its position with reference to the cycle and make sure that it mer- 
chandises its lines in accordance with its position. A store cannot 
create a style in women’s garments, but must use its judgment in 
selecting from those styles which have been created and sponsored 
by the Paris designers. 4 


November, 1925 DeKID: 





4For a most interesting and clear presentation of the seasonal progression of 
style, see the chart accompanying the article, ‘‘Some Commercial Aspects of Styles 
and Fashions in the Clothing and Textile Industries,’ by Paul T. Cherington, Har- 
vard Business Review, Vol. Il, No. 4, p. 430. 


TILDEN Company! 


DEPARTMENT STORE 


INVENTORY—Method of Taking, in Department Store. A department store 
customarily took its semi-annual physical inventories during working 
hours; each inventory occupied approximately two weeks. The buyers 
were responsible for the listing and counting of the merchandise, and 
the merchandise manager and his assistants were esponsible for the 
recounting and checking. A special inventory checking squad was used. 
It was suggested that, inasmuch as this method inconvenienced the sales 
force, it might be advisable to take the inventories after business hours, 
completing the count in one night. Another suggestion was that the 
inventories for the various merchandise departments should be taken at 
different times, either during business hours or after, at the convenience 
of the department concerned. 


(1925) 


In January, 1925, one of the assistant merchandise managers of 
the Tilden Company, who was in charge of taking the inventories, 
was dissatisfied with the method then in use because it incon- 
venienced the selling departments. 

The Tilden Company, a general department store, was located 
between the exclusive shops and the low-price stores in the shop- 
ping area of a large eastern city. The annual net sales of the 
store were about $17,000,000, distributed among 70 departments. 
The company’s fiscal year corresponded with the calendar year. 

The Tilden Company inventoried the entire stock in the selling 
departments and in the reserve stockrooms of the store during the 
two weeks preceding January 1 and during the two weeks pre- 
ceding July 1. The total annual shortages of merchandise 
amounted to about $150,000 at retail. Part of this shortage 
figure presumably was to be accounted for by inaccurate physical 
inventories. It was highly important, therefore, to take the 
inventories as accurately as possible. All inventories were taken 
on official inventory list sheets, a sample of which is shown as 
Exhibit 1. These sheets were made in three colors: white, pink, 
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and gray. The white sheets were used for domestic stock in the 
department; the pink sheets for domestic stock out of the depart- 
ment—that is, in windows, stockrooms, workrooms, storage, 
and the like; and the gray sheets for all merchandise purchased 
through the store’s foreign office, whether this merchandise was in 
or out of the department. The official inventory list sheets were 
distributed to the departments from the merchandise manager’s 
office. 


Extended by cee INVENTORY LIST 
Proved by 


Checked by 


I 


TEE 


eee Se eee eee ee ee Cel] 





Exhibit 1: Stock inventory sheet used by Tilden Company. 


In preparation for taking the inventory, the stock was arranged 
so as to facilitate the listing of merchandise on the inventory 
sheets. Items in stock were segregated according to kind or 
classification, price, and season letter. 

Selected employees who were designated ‘“‘captains of inven- 
tories”’ took charge of the inventory work in each department. 
They cooperated with the buyers in working out systematic 
plans of taking the inventory in the departments, and they super- 
vised the listing and counting of merchandise to see that it was 
as accurate as possible. Under the plan worked out by the cap- 
tain and the buyer for each department, the official inventory 
sheets were arranged systematically in the department before 
the actual count was begun. There was at least one sheet for 
every drawer, shelf, counter, case, section, rack, reel, or table. 
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After the sheets had been distributed, the employees, in their 
spare time, listed the season letter, selling price, and quantity 
of each item of merchandise. Ditto marks could not be used to 
indicate the season letter, price, or quantity. Quantities and 
prices had to be listed in the same denominations: if the quantity 
was expressed in dozens, the price had to be given per dozen. 
The lister signed his name below the last item on the sheet. 
The buyer was responsible for this part of the inventory. Some 
of this listing was done after closing hours. 

Finally, in each department, these inventory lists were checked 
by a special squad under the direction of the merchandise office, 
which was responsible for the checking of the counting and list- 
ing. Usually the checkers worked in pairs: one counted the 
merchandise and called out the item, season letter, quantity, and 
price; and the other placed a check mark in the proper column 
on the inventory sheet opposite each item checked and found 
correct. The stock listed on every sheet was checked with the | 
actual merchandise and not with lists or memorandum slips of 
any kind. Checked sheets were left with the merchandise 
checked after the checker had signed his name at the bottom of 
each sheet. 

In each department, after all the inventory sheets had been 
checked, on the night of the final day of the stock-taking period, 
the buyer and a representative of the merchandise office together 
collected the sheets, making sure that they obtained one from 
each section, drawer, case, shelf, rack, counter, reel, and table. 
After collecting the sheets, the buyer and the representative of 
the merchandise office arranged them in numerical order to make 
sure that none was missing. They then signed and dated the 
last sheet on which the merchandise was listed. ‘These sheets 
were sent to the controller’s office for computation. 

The usual routine paper work of the store had to be prepared 
specially for the inventory period. The buyers had to see that 
all stock charged to their departments up to and on the final day 
of the inventory period was listed on the inventory sheets. In 
almost every department it was best to list any stock which 
might be in the receiving room and present the bill for it to the 
controller’s office rather than not to list it and mark the bill 
‘“‘since.”? All bills for merchandise not listed on the inventory 
sheets were marked “since.” Whenever possible, the buyers 
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tried to arrange that no merchandise should be delivered for a 
few days preceding the final day of the inventory period. Reduc- 
tion sheets and mark-up sheets listing all price changes made 
before the close of the inventory, or a blank sheet, in case no 
changes had been made, were sent to the merchandise office. If 
merchandise had been received and charged to a department on 
the store’s books, but was later to be returned to the seller, and 
if that merchandise was not to be counted in the inventory, 
return slips were made out for this merchandise. All merchandise 
for which sales checks had been made out had either to be out 
of the department or located separately so that it would not be 
listed. All merchandise transfers had to be completed before the 
final day of the inventory period. A careful check also was made 
of all merchandise returned for credit, to make sure that it was 
accounted for on the inventory sheets. 

One-half the inventory period in December came during the 
rush of Christmas business, while during the second half of this 
period the stocks in the various departments were disarranged 
as a result of the Christmas rush. The inventory period during 
the latter half of June also came near the end of the season, 
when a number of special sales events were being held. These 
circumstances hindered the process of taking inventory. 

The responsibility for listing and counting the merchandise 
under this system was placed on the buyer for the department; 
and the responsibility for recounting and checking was placed on 
the merchandise manager and his assistants. The special inven- 
tory checking squad, which was temporary, frequently consisted 
of as many as 60 store employees. 

After the book inventory at retail was computed, the figures 
were compared with the results of the actual inventory taken in 
each department. If the overage or shortage for a department 
was about normal as compared with past experience, the book 
inventory was corrected and the books were closed. If the error 
was abnormally large, the inventory was retaken. A reserve 
account was carried which distributed the expected loss from 
stock shortages over the season so that no one month bore the 
entire loss. 

A competing department store, which had a considerably larger 
volume of sales than did the Tilden Company, took its inventory 
throughout the store after business hours, and completed the 
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entiré count in one night. As in the case of the Tilden Company, 
the inventory was taken at retail only, and the merchandise was 
listed only on official inventory sheets. Under no circumstances 
were separate lists made preliminary to or during stock taking, 
because past experience had shown that serious errors were 
incurred in copying from one sheet to another. Inventory sheets 
were distributed to the department managers as early as was 
reasonably desirable for inventorying the reserve stock, but no 
other stock was listed before the close of business on the evening 
when the inventory was to be taken. Sheets on which stock in 
reserve or stock anywhere outside the selling space was listed 
were marked to indicate the location of the stock. Whenever 
merchandise in reserve was taken to forward stock after having 
been listed, a deduction sheet had to be made out. 

At least one week before the inventory was to be taken, each 
department manager had to show the controller a rough front- 
view sketch of each fixture in his department. Each of these 
fixtures bore a number, each vertical division in each fixture 
also bore a number, while each horizontal division was designated 
by a letter. 

On the day preceding the taking of the inventory, inventory 
sheets were placed on the fixtures and were accounted for on a 
tally card provided for the purpose. It was necessary that an 
inventory sheet be placed in each subdivision of each fixture 
whether such a subdivision contained merchandise or not. There 
was a tally card at the back of each pad of inventory sheets. 
The whereabouts of each inventory sheet had to be recorded on 
this tally card before any listing was done. 

The first of the inventory sheets in each department was 
marked ‘‘repairs,” and all goods out of the department for 
repairs at the time the inventory was taken were listed on it. The 
second sheet was marked ‘“‘window dresser;” the third sheet, 
“foreign office samples;”’ the fourth sheet, “goods in advertising 
office;” the fifth sheet, “goods held in private office;” the sixth 
sheet, ‘(goods in department manager’s own office;” and the 
seventh sheet, ‘‘goods in comparison department.” On each of 
these sheets was listed any merchandise out of the department 
for the particular reason stated. If there were no goods outside 
the department, each of these seven sheets was marked ‘“‘none”’ 
and signed by the department manager. If, for any reason, stock 
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was in any other place out of the department, a separate sheet 
was made out in each case. 

If a department had separate stock classifications, each classi- 
fication was listed on a separate inventory sheet. In all cases 
department managers had to see that imported and domestic 
stocks were listed separately. 

After the inventory had been completed, the department man- 
agers, or their assistants, personally gathered the inventory 
sheets, making sure that there was a sheet from each section or 
subdivision and scrutinizing each sheet to estimate whether or 
not each section had been inventoried properly. A few sections 
selected at random were recounted in order to verify the accuracy 
of the original count, and the department manager, or his assist- 
ant, initialed such recount sheets. When all the sheets had been 
collected, they were arranged numerically, fastened together, and 
attached to the tally card. On every tally card the number of 
the last sheet used was indicated. Soiled or torn inventory 
sheets could not be destroyed, and all sheets had to be turned 
in whether used or not. 

As a precautionary measure, all bills received during the five 
days preceding the date of the inventory taking were stamped 
“fold stock—new stock” by the receiving department. If the 
merchandise listed on such a bill was not included in the inven- 
tory, the department manager crossed out the words ‘‘old stock;” 
otherwise he crossed out the words ‘‘new stock.” 

All departmental inventories which were abnormally out of 
line with the corresponding book inventories were recounted. 

This plan required that all the employees of the store assist in 
taking the inventory, and that they work under pressure. Under 
this method, the responsibility for listing, counting, and checking 
the merchandise in the departments was placed on the buyers 
for those departments, although the general plans for taking 
the inventory were supervised by the controller. The book 
inventory was adjusted in accordance with the actual count, 
and, since all departments were inventoried at once, no discrepan- 
cies could develop between the time of taking the inventory and 
the time of closing the books. If the count of the merchandise 
was not checked carefully, however, errors were likely to result 
because of the great pressure under which the inventory was 
taken. Under this plan, the check on the merchandise count 
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was made by the salespersons rather than by a temporary special 
squad, as under the Tilden Company plan. 

A possibility considered by the Tilden Company was that the 
inventory of the various departments might be taken on a piece- 
meal basis; each department as a whole would be inventoried 
at one time, but at the most convenient time both for the depart- 
ment and for the store. Under this method inventory might 
be taken either during business hours or at night at any time 
during the season. The inventory of a department could be 
taken when the stock was low, when few sales were being made, 
or when the merchandise could be arranged easily for that special 
purpose. Under this plan, the physical inventory for the entire 
store could be taken by a squad of six to ten inventory specialists, 
who would have no other duties. . 

The assistant merchandise manager in charge of inventorying 
estimated that it would take a special squad of six to ten employees 
about a month of actual working time to take the inventory of 
all the departments in the store under the piecemeal method. 
The operation of this plan, of course, would involve the use of 
book inventory figures in closing the books for the determination 
of profit and loss. 

The Tilden Company, therefore, had a choice of the follow- 
ing possibilities: continuance of the existing procedure of taking 
inventory during selling hours over a two-week period; adoption 
of the plan of taking physical inventory in one night after the 
close of the business day; or abandonment of the general simul- 
taneous stock taking in all departments in favor of a plan of 
using book inventory figures for the periodic determination of 
profit or loss, supplemented by physical inventories taken at 
different times in different departments. 


ComMENTARY: The existing procedure of the Tilden Company of 
spreading the physical inventory over a two-week period was open to 
the following principal objections: 

1. Difficulty of arriving at accurate inventory figures because of 
sales and purchases made during the inventory period; 

2. Interference with effective selling in the departments during the 
inventory period; 

3. Necessity for using a large special squad in addition to regular 
employees. 
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Some of the difficulties encountered by the Tilden Company were 
due to the fact that its fiscal year ended December 31. A more usual 
date for department stores to close their fiscal years is January 31; 
and it appears that the Tilden Company might profitably have made 
such a change in the date of closing its fiscal year, in spite of the 
difficulties which such a change would involve in the maintenance of 
comparable annual data. 

The method used by a competing store, as described in the case, 
of taking inventory throughout all departments in a single night 
following the close of the business day is open to the following 
objections: 

1. Because of the limited time there is danger of inaccuracy. 

2. Employees frequently object to the overtime work, and con- 
sequently do not do the inventory work conscientiously. 

3. In some states there are laws limiting the number of hours per 
week which women may work, and in order to avoid conflict with 
these laws it may be necessary to give some employees time off during 
the same week in which overtime work is called for. 

The success of this plan depends largely on careful advance prepara- 
tion, such as that described in the case. Difficulties arising from pos- 
sible inaccuracy in the count of stock under this plan are minimized 
by the fact that practically all large department stores maintain book 
inventory figures with which physical inventory figures are compared. 
Then for departments in which wide discrepancies appear between 
the book and physical inventory figures, recounts can be made. In 
general, this plan of taking physical inventory in one night afterthe 
close of the business day appears to be preferable to the plan which 
the Tilden Company was using. 

Since the Tilden Company apparently was operating on the retail 
method of inventory,” the management should have given careful con- 
sideration to the possibility of taking physical inventory on a piece- 
meal basis at various times in different departments. The Federal 
income tax authorities permit the use of such figures in the determina- 
tion of taxable income.* Since under the retail method of inventory 
valuation, depreciation is taken care of more or less automatically, 
provided proper mark-downs are taken, the Tilden Company, in using 
this plan of inventory, would not have been in danger of reporting 
fictitiously inflated profits through failure to take depreciation. In 
using book inventory figures for the purpose of closing its books, how- 
ever, the Tilden Company would have had to consider the matter of 
stock shortages, since book inventories cannot be corrected for stock 


*See McNair, M. P., The Retail Method of Inventory, A. W. Shaw Company, 





1925. 
*See United States Treasury Department, Regulations 69, Article 1612. 
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' shortages until physical inventories have been taken. Stock shortages 
for the Tilden Company apparently were somewhat lower than nor- 
mal—less than 1% of net sales as compared with a common figure of 
1.6%.* Nevertheless, if the Tilden Company had contemplated using 
the piecemeal plan of physical inventory, it would have been neces- 
sary to make some provision with respect to shortages. Such provision 
might have been made in either of two ways: 

1. Reserves might have been established on the basis of depart- 
mental shortage records of previous years, and such reserves deducted 
at the time of closing the books. 

2. The schedule of physical inventories might have been arranged in 
such a way as to cover all the departments notoriously subject to 
stock shortages during the two weeks prior to the closing of the fiscal 
year. 

The plan of taking physical inventories on a piecemeal basis, one 
department at a time, had certain obvious advantages. It permitted 
the use of a small special squad which could concentrate wholly on the 
task of taking physical inventories. It also permitted the physical 
inventories to be taken at the times most convenient to particular 
departments, such as the periods when both stocks and sales were at a 
low point. Therefore, provided the difficulties in connection with 
stock shortages could be overcome, it would have been desirable for 
the Tilden Company to adopt the third suggested plan of taking 
physical inventories. 


April, 1927 M. P. M. 


4 Bureau of Business Research, Harvard University, Bulletin No. 53, Operating 
Expenses in Department Stores in 1924, Pp. 24. 


BARRINGTON Motor CAR Company! 


WHOLESALE AND RETAIL DISTRIBUTOR— AUTOMOBILES 


SALES Force Controt—Sales Analysis Records to Control Salesmen’s Activi- 
ties. Because of marked differences in the performance of its salesmen, 
an automobile distributor decided to make use of a compact sales analysis 
sheet. This sheet recorded, for each salesman, cumulative figures to 
date for the current year which enabled the sales manager readily to 
compare the work and achievements of the salesmen and to direct their 
activities effectively. The sheet also provided a record of the sales 
progress of the company as a whole. 


SALES Recorps—Based on Deliveries Rather than on Orders. An auto- 
mobile distributor, when planning to keep a systematic record of sales- 
men’s activities, decided to base the record upon deliveries instead of 
upon sales, because cancellations of orders were frequent. 

(1922) 


The Barrington Motor Car Company, located in a city of 
approximately 500,000 inhabitants, held the distributor’s fran- 
chise for the Durvan motor car in that city and in 7 counties. 
In 1922, the sales manager concluded that the marked differences 
in the number of cars sold by the various salesmen made it 
advisable to devise a compact analysis sheet upon which could 
be recorded information which would make possible a compari- 
son of the efforts and accomplishments of the salesmen from 
month to month and for the year to date. Data for such a com- 
posite record could be secured from salesmen’s daily reports, sales 
records, and prospect cards. 

Prices on models of the Durvan motor car ranged from $3,000 
to $5,000. The Durvan Motor Car Company! sold its cars 
through approximately too distributors located in large cities 
throughout the United States. The company gave each dis- 
tributor exclusive sales privileges in the territory contiguous to 
the city in which the distributor was located. Distributors sold 
at retail within their own cities and the immediate suburbs, but 
in most cases appointed dealers or maintained branches for dis- 





1 Fictitious name. 
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tribution in the outlying districts. The distributors sold to about 
800 dealers. Distributors purchased cars directly from the fac- 
tory at approximately 25% off the list price and acted as whole- 
salers for their dealers, who received discounts of about 20% 
from the list price. 

The Barrington Motor Car Company had been a Durvan dis- 
tributor for over 10 years. It controlled by contract nine dealers 
who solicited orders and operated service stations in the out- 
lying districts of the territory. The company employed six 
salesmen for new cars and one for used cars. The executive 
officers of the company were a general manager and a sales 
manager. 

The Durvan Motor Car Company established a yearly quota 
for each distributor, allowing additional discounts to distributors 
who fulfilled their quotas. The Barrington Motor Car Company 
in turn established quotas for its nine dealers and its six retail 
salesmen; the total of these quotas always exceeded the quota 
assigned to the company by the manufacturer. In establishing 
a salesman’s quota, the sales manager bore in mind the salesman’s 
ability, as indicated by his sales during the previous three years, 
and general business conditions. The company did not pay its 
salesmen bonuses based on fulfillment of sales quotas. It did, 
however, offer special discounts to dealers to encourage them to 
reach their quotas. 

The sales manager was doubtful as to the advisability of using 
sales as the basis for the desired analysis sheet, because he had 
found that sales, or orders, were not always an authentic indica- 
tion of the number of deliveries which would be made. Orders 
canceled before delivery were especially numerous immediately 
following a period of prosperity. Customers also sometimes 
changed their minds before deliveries were made and purchased 
other makes of cars. However, since a car which was sold in 
one month might not be delivered until one or two months later, 
records based on deliveries would not enable the company to 
compare the current performances of salesmen so well as would 
records based on orders. The sales manager, nevertheless, 
decided to use deliveries as the basis for the proposed analysis. 

The sales manager wished to include on the analysis sheet 
information which would reveal to him the strong and the weak 
points of each salesman’s current activity and indicate the month- 
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to-month sales progress of the company as a whole. Although the 
analysis was to be cumulative, with additions made each month, 
the sales manager believed that, in view of the time which elapsed 
between sales and deliveries, the analysis would be more valuable 
for yearly than for month-to-month comparisons. 

Salesmen’s daily reports included data as to calls made on 
prospective customers and on owners, appraisals of used cars 
made, demonstrations given, and persons interviewed in the sales- 
room. In the “prospect file” were listed ‘‘active prospects” and 
also the names of persons who had been active prospects but who 
had ceased to be interested in purchasing Durvan motor cars. 
The order book indicated sales and deliveries by models, sources 
of the original inquiries, terms of sales, the number and makes 
of used cars traded in, and the allowances made for them. The 
used car department could furnish records of the number and 
prices of used cars sold. The sales manager maintained an inde- 
pendent record of each salesman’s deliveries as compared with 
his quota. The accounting department maintained cost records 
from which the cost per delivery could be obtained. 

In Exhibit 1 is shown the sales department analysis sheet finally 
drawn up by the sales manager. This sheet gave for each sales- 
man cumulative figures for the year to date. Separate sheets were 
kept for monthly figures. The terms “sales” and ‘‘sold” were 
used on the analysis sheet to refer to deliveries. 

The sheet contained five sections: Sales Efforts, Quota Dis- 
tribution, Sales Analysis, Source of Inquiry, and Used Car Analy- 
sis. The Sales Efforts section contained four columns: the first 
indicated the number of days the salesman had worked; the 
second, his total calls; the third, the average number of calls per 
day; and the last, the number of calls per car delivered. 

The second section of the analysis sheet was concerned with 
the actual and estimated distribution of the yearly quotas. The 
first column recorded each salesman’s yearly quota. In the eight 
succeeding columns the quotas and the actual deliveries were 
recorded for the first, second, third, and fourth quarters of the 
year; the last column of the section indicated the total deliveries 
made by each salesman. From these figures each salesman’s 
percentage fulfillment of his quota was derived. 

The third section of the sheet was an analysis of deliveries and 
indicated whether a salesman’s deliveries were made to “old cus- 


541 


BARRINGTON MOTOR CAR COMPANY 


opel} UI Waye} YOU OOM SIVO PasNn YOIYM UO SIPS » 
*SOIOAT[Op OF Jojol ,,SoTeS,, PUL ,, PJOS,, *ALON 































































































% 1% | % | % % | % | % | % || % | % % % % % 2 
E°Sz|L-VLiE-1E|z-gz| LVS || Sz 9 s S€ | ES le vijL Sgis-1e|E-ggiiz-6Li1° Lo Vil £°oL €°Sor oor|| Lv L j€1S ‘oregon ‘1 D 
—— = nce i | fe | sf ee | wee | ae = 
6€ | S11] ol | ¥S1 ze | e6r |) 12 | €Si | pee | LY jel) of | cv | Lg |rirl oo jLS\egz 
| 
° nM | nl w n HDIlO}]nIoO!| BD lo | 
ae lal| # laFl>Zil & aS [ee] 2 loSlee| Ol wslokaP| SIP SSL SP] SF Pill oz) Fg | Y | Fz 
SESS |B. (SBISE a oS lee] eo le“128/ eB |etle-sel ele; e/e) ele) & jeisiemies| s | 3 |B 
"| RMliasiacll a |=:7 ier ee pee .- 2 2 » © |e 1) S, a2 = a 
eo(eh| Elegie ele>/2 | s/s | | eis ig is Pleo l<8l 56 | a | 8 
A Pain Bett Balch, 3 3 ma 1a 3 ® oll4a51o p ° ° 
p a A ® leste Big lig al? {8 % etl) |e ES 3 ES 
% 2 me i 8 159 [5 a ||? a $ = | @ r | DB 
2 8 B | 4 a |e 
: ae eee ae oe 3 
IoqyIENG | IoyIeNG | IoqreNGH | JoqenH eS} 
Yung || PHL. | PUcses || sshd 
SISATVNY UVD Gasp | AUINONI JO BOUNOG SISATVNY SA 1VS | NOILNEILSIC IWLOL | SLuosd4q SAIVS 











vzO1 YOd SAOVINAONAG ANV 
SHUN IVLOJ, HLIM ‘ANVdWOD AVD AOLOPF NOLONTAUVG AO LAAHS SISATVNY SAIVS AAILVIOWOD 


I IIa@IH#xXy 


542 HARVARD BUSINESS REPORTS 


tomers” or to ‘“‘new customers” and whether the sales were made 
for cash or on a deferred payment plan. 

In the fourth section of the sales analysis sheet there was a 
tabulation of the sources of the inquiries which had led to the 
sales. The five sources listed were: Old Customers, Salesroom, 
Sales Promotion, Local Automobile Show, and Outside Leads. 
The Sales Promotion column referred to customers located 
through circularization, and the Outside Leads column to cus- 
tomers located by a salesman either through his own initiative 
or at the suggestion of the sales manager. The information 
recorded in this section afforded the company an indication of its 
most fruitful sources of customers. 

The last section of the sales analysis sheet was concerned not 
with used car sales but with the used cars accepted from cus- 
tomers in part payment for new cars. The section was divided 
into five columns and provided for a record of the number of 
appraisals made for each salesman, the total number of cars traded 
in, the number of “straight sales,” the number of Durvans traded 
in, and the number of cars of other makes which were traded in. 
Straight sales indicated sales on which no used cars were taken 
in trade. 

Each column of the analysis sheet was totaled, and percentages 
were computed for the second, third, and fifth sections. In 1924, 
after he had used the sales department analysis sheet for more 
than a year, the sales manager stated that the information con- 
tained on the sheet, together with his personal knowledge of the 
sales force, afforded him an adequate check on the salesmen’s 
activities and enabled him to direct their efforts satisfactorily? 





2During 1924 the Durvan Motor Car Company had designed for use by its dis- 
tributors and dealers a monthly sales department analysis sheet, termed an Effi- 
ciency Board, on which figures were entered daily. The purpose of the board was 
twofold: to aid sales managers in the supervision and analysis of the salesmen’s 
efforts, and to spur competition between salesmen. The Durvan Motor Car Com- 
pany had introduced the analysis sheet in the belief that salesmen constantly 
needed assistance and guidance. The Efficiency Board consisted of the following 
sections, divided by salesmen’s names in order of merit as indicated by the previous 
month’s record. 


1. Number of prospects at end of previous month 
2. Number of prospects abandoned: 
(a) Sold (the cumulative number of prospects sold during the month) 
(6) Lost (the cumulative number of prospects who had bought another 
make of car during the month) 
(c) Eliminated (prospects transferred to the Open File or dropped during 
the month). 
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CoMMENTARY: The plan of the Barrington Motor Car Company 
for the control of salesmen’s activities gave essential information with- 
out causing an undue amount of effort to be put forth either by the 
salesmen or by the sales organization. The column entitled “Sales 
Efforts” was significant in showing whether or not a salesman’s failure 
was due to lack of industry. Since it has been observed in many lines 
of business that, other things being equal, the greater the number of 
calls, the greater the number of sales, it was possible for the sales 
manager in this case to determine whether or not the failure to make 
deliveries was due to the failure to make a sufficient number of calls. 
Lastly, the “Sales Efforts” column furnished a rough measure of the 
relative effectiveness of these calls in the figure of the number of calls 
per car delivered. 

The second section of the sales analysis sheet, dealing with quotas 
and actual sales for each salesman, is obviously necessary, for purposes 
of control, in any reasonably well thought out plan. The third section, 
regarding deliveries to old and new customers and sales made for cash 
or on deferred payment, brings out information necessary to determine 
the direction of sales development and points out striking differences 
between salesmen in the proportion of sales made for cash, the propor- 
tion of sales made to new customers, and so forth. 

The fourth section was of service to the sales manager in showing 
the sources of inquiries which led to sales; from this section, by exam- 
ination of particular records, the sales manager could determine whether 


. Number of new prospects: 
Daily and cumulative figures 
. Total number of prospects on file 
. Number of contacts with non-prospects: 
Daily and cumulative records of contacts other than with prospects 
. Number of outside interviews with prospects: 
Daily and cumulative figures 
. Number of interviews with prospects in salesroom: 
Daily and cumulative figures 
8. Number of owner calls: 
Daily and cumulative figures 
9. Number of demonstrations given: 
Daily and cumulative figures 
1o. Number of appraisals made: 
Daily and cumulative figures 
11. Total used car prospects on file: 
Cumulative figure 
12. Used cars traded in and sold: 

The cumulative record of the number of used cars traded in and their total 
purchase price; also the number and the total selling price of the used 
cars sold 

13. Quota for the month 
14. New car deliveries: 
The number and total selling price 
15. Unfilled orders: 
The total of unfilled orders on hand irrespective of date of receipt of order 
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or not the failure of a salesman to produce his quota might be due to 
failure to follow one or another source of leads. 

The last section of the summary furnished in greater detail an analy- 
sis of the used car transactions in relation to deliveries, of prime 
importance in following the course of used car “trade ins,’’ which 
constitute a potentially fruitful source of loss if not carefully handled. 

The use of deliveries rather than orders for measuring the perform- 
ance of salesmen was partly justified because it was the more conserv- 
ative basis and was less likely to lead to action which might result 
disastrously if orders should in any large degree fail to materialize in 
deliveries. Nevertheless, it was important from the viewpoint of the 
sales manager to determine the reason why an unduly large proportion 
of the orders of some salesmen failed to materialize in deliveries. The 
fact that one salesman’s deliveries represented only 50% of orders 
might indicate faulty selling, of a different type from that of the sales- 
man whose deliveries represented 90% of orders, even though the total 
number of deliveries in both cases was the same. It would seem, there- 
fore, that the sales manager in some way or other should have main- 
tained a record of orders as well as of deliveries to supplement the other 
records concerning the performance of salesmen. 

The control system for salesmen here used complies with the general 
requirement of a good control system. It provided information which 
should and would be used in the direction of future sales. It was 
simple and required a minimum of effort on the part of salesmen and 
sales managers. It indicated essential developments, changes, faults, 
and merits of salesmen, or at least pointed out faulty performance of 
various types as a basis for further study and direction of the sales 
force. As with any other control system, the satisfaction to be 
expected from its use would depend upon the executives who used it 
even more than upon the system. 


February, 1927 Paks 


Hatyett Foop Propucts Company! 


MANUFACTURER—CANNED FOOD PRODUCTS 


SALES ForcE Controt—Rating System as Basis for Distribution of Bonus. 
A company manufacturing canned food products wished to adopt some 
method of judging the relative merits of its district sales managers, on 
the basis of which it was to pay them bonuses. The company decided 
that the district managers should be rated arbitrarily by the general sales 
manager according to leadership, individual accomplishment, coopera- 
tion with the home office and adherence to the company’s sales policies, 
and sales performance of the district organization. Each of the factors 
was to be weighted equally at first, but the latter two eventually were to 
be given greater weight than the other factors. 


(1923) 


The Hallett Food Products Company, which manufactured and 
distributed canned food products, had divided the United States 
into 52 sales territories, which varied in size from a single city 
to 2 or 3 states. For purposes of sales control, these territories 
had been grouped into 17 districts, each with a district manager 
in charge. Some of the districts were made up of large territories 
with comparatively scattered populations. In such districts one 
manager might control only 3 or 4 salesmen, whereas in con- 
gested regions one district manager might control from ro to 20 
salesmen. The company employed about 150 salesmen in all, 
who visited retail grocers and solicited orders to be shipped 
through wholesalers whom the retailers designated. Twice each 
year, managers’ meetings were held to discuss general sales policies. 

In January, 1923, the company decided to adopt some method 
by which it could judge the relative merits of the 17 district man- 
agers. The general sales manager suggested a rating system. On 
the basis of their ratings under this system, the district managers 
were to be paid bonuses. 

The duties of a district manager varied somewhat according 
to the number of salesmen under his control. In general, how- 





1 Fictitious name. See also Hallett Food Products Company, 1 H.B.R. 304; 
commentary, 2 H.B.R. 510. 
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ever, all the district managers had the same duties. Each district 
manager directed the activities of the territorial managers and 
salesmen in his district. Occasionally, the territorial managers 
trained new salesmen under the district manager’s supervision. 
The general sales manager at the main office employed and dis- 
charged the salesmen, but he usually acted upon the district man- 
agers’ recommendations. The district manager was responsible 
for missionary work in his district and frequently accompanied 
salesmen on their visits to prospective customers. He also visited 
retailers and wholesalers independently in an effort to promote 
sales and to adjust any difficulties that might exist. 

The system which the general sales manager suggested pro- 
vided that each district manager should be rated on these four 
factors: leadership; cooperation with the home office and adherence 
to sales policies of the company; sales performance of the district 
organization; and individual accomplishment. The general sales 
manager was to rate the district managers, since he communicated 
with them constantly and knew them personally. He wished to 
give each of the four factors a value of 100% and to let a district 
manager’s final rating be the arithmetic average of his rating on 
the four factors. The sales manager said that in actual practice 
a district manager seldom would be given a rating of more than 
92% on any factor. For example, a district manager might be 
rated as follows for the reasons enumerated: 


Leadereip oie, wraps vy dats clelg tiniat cigs watt ohae a haa Re ee en 80% 
This rating indicated that the district manager was a satisfactory leader. 

Cooperation with home office 
This showed that the company had had difficulty in inducing the manager 


to adhere strictly to the sales policies outlined, or to cooperate with the 
home office. 
Sales performance of the district organization ;?. bids a. det ee ee 75% 
This indicated that the sales of the district did not compare especially well 
with those of other districts. Possibly sales had not shown any improve- 
ment over the previous comparable period. 
tadividtel accomplishment.” 24.1.0) s.78 lout aa 


: Segue ee 92 
This rating signified that the Manager was an exceptionally successful sales- 
man. 


Average rating 


The treasurer of the company approved the plan in general but 
was convinced that the four factors should not be rated equally. 
He contended that sales performance was the most important fac- 
tor and cooperation with the home office the next in importance. 
The treasurer suggested tentative ratings as shown in Exhibit r. 
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EXHIBIT I 


DIFFERENTIAL WEIGHTS SUGGESTED FOR DistrRicT MANAGER RATINGS 
IN HALLETT Foop PRropucts COMPANY 











| Highest | High | Medium | Low | Lowest 
Sales performance of district or- 

Panizs Lone eer eee: 35% 28% 21% 14% 7% 
Cooperation with home office..... 25 20 15 Io 5 
Leadership. . er |e 20 16 12 8 4 
Individual accomplishment. . See 20 16 12 8 4 

OLA erent Serene ae eet 100 % 


At the time that the plan was advocated, the company’s sales- 
men and district managers received salaries. In addition, they 
shared, in proportion to the amount of salary, in a bonus fund 
which was distributed quarterly. For every case of canned goods 
shipped, the Hallett Food Products Company placed a fraction 
of a cent in this fund, referred to as the ‘‘salesmen’s dividend 
fund.” The bonuses were called salesmen’s ‘‘common stock 
dividends.” 

Under the proposed plan of rating, an additional bonus was to 
be distributed among the 17 district managers on the basis of 
their ratings. The additional dividend was expected to average 
about one-twelfth of a manager’s total remuneration. It was to 
be termed ‘‘a preferred stock dividend.” 

The use of the rating plan would emphasize the fact that the 
success of the sales organization depended largely upon the dis- 
trict managers. Another advantage of the plan was that it would 
reveal to each district manager his weaknesses. A recipient of a 
low rating on one factor was likely to endeavor to improve in that 
particular. Each district manager was to be sent a copy of his 
rating sheet. This was to facilitate a frank discussion between 
each district manager and the general sales manager. The ratings 
were to be strictly confidential and were to act as a spur to 
general development of the district organizations. District man- 
agers had been promoted to their positions because of their out- 
standing ability as salesmen, and some of them had not built up 
strong district organizations. District managers were to be 
encouraged to put the dividends they received into savings 
accounts, 
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The Hallett Food Products Company realized that under the 
plan suggested ratings would be determined arbitrarily. It was 
possible that the plan would lead to charges of favoritism and to 
antagonism toward the general sales manager. 

The company adopted the rating system as advocated by the 
general sales manager. Each factor was to be weighted equally, 
although sales performance of the district organization was 
admittedly themost important. Since under the arbitrary method 
of rating the determination of the percentage gradings within 
several points would be extremely difficult, the company believed 
that during the experimental period equal ratings for the four 
factors were likely to be more satisfactory than weighted ratings. 

The Hallet Food Products Company deemed it probable, how- 
ever, that sales performance of the district organization and 
cooperation with the home office would be given greater weight 
than the other factors after the system had been in operation for a 
time. 


CommMENTARY: The problem to be discussed in the case of the Hal- 
lett Food Products Company involves the distribution of a bonus fund 
among district managers on a basis of ratings; the general advisability 
of a bonus plan is not considered here. Such a bonus as proposed by 
the Hallett Food Products Company will furnish the desired incentive 
only if it is distributed on a basis which is considered fair by the district 
managers. When the bonus is distributed proportionately to sales, it 
approaches a commission. In other cases it is distributed only with 
general relation to the rank of each district in sales accomplishment. 

The attempt to take into account a number of different factors, in 
this case leadership, cooperation with home office, sales performance, 
and individual accomplishment, is to be commended in principle, though 
the particular plan adopted is subject to criticism. The making of 
satisfactory ratings is difficult. In this case, since the ratings of all 
managers would be made by the general sales manager, a difficulty 
frequently encountered, that of maintaining uniformity of standards, 
would not be important. The conscious attempt to appraise particular, 
important portions of the district manager’s work should render the 
total appraisal more accurate than a lump appraisal without reference 
to constituent elements. But any rating plan which attempts to break 
down into characteristics a man’s personality and work is open to the 
objection that frequently a composite total impression will be more 
accurate than the sum of a series of partial impressions, because of what 
psychologists call the “‘halo” effect. 
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The chief objection to the plan of the Hallett Food Products Com- 
pany is that the ratings were to be determined rather arbitrarily by 
the general sales manager. They would be accepted by the district 
managers only under compulsion or because the district managers had 
complete confidence in the fairness and judgment of the general sales 
manager. The expectation that sales performance and cooperation 
with the home office would be given greater weight would not tend to 
relieve the strain upon the loyalty of district managers to the general 
sales manager and upon their confidence in him. Even though sales 
performance were measured by volume of sales, so that each district 
manager might thus be convinced of his standing, the degree of 
cooperation with the home office would, nevertheless, be subject to 
arbitrary determination by the sales manager. The rating of leader- 
ship likewise would be arbitrary, since there is no objective method of 
measuring that ability. Asa whole, the plan might operate successfully, 
but it would do so not because of the inherent merit of the plan, but 
because in the use of even an ineffective plan the general sales manager 
possessed the confidence of his salesmen. Finally, the appraisal of 
newer sales methods or of newer applications of psychological methods 
to sales problems should be made not only with reference to an ideal 
result but also with reference to the results achieved by older methods. 


February, 1927 HYURSE, 


DICTOGRAPH PRODUCTS CORPORATION 


MANUFACTURER—TELEPHONE SYSTEMS 


SALES FoRCE COMPENSATION—Payment of Branch Managers. In a com- 
pany manufacturing electrical sound transmitting instruments, the 
division which marketed interior telephone systems had seven branch 
offices operated by branch managers. Each manager was paid a salary 
plus a commission of 10% on gross sales in his territory in excess of 
the quota for the territory. In 1926 the company altered its method 
of compensating the branch managers in order to put more emphasis on 
new business and on net profits of the branches. The 10% commission 
was replaced by a 15 % commission on new business and a 5% commission 
on repeat, business in excess of the sales quota, and each branch was 
required to show a minimum net profit before its manager would be 
entitled to full commissions. 


SALES Quotas—Method of Setting for Branch Managers. A company manu- 
facturing electrical sound transmitting instruments marketed its interior 
telephone systems through seven branch offices. The managers of these 
offices were paid salaries plus commissions on sales in excess of the sales 
quotas set for the territories. A branch manager’s quota was set for 
any period as four times the branch office expense for the period. The 
expense figure used included all expenses incurred in the operation of the 
branch, except out-of-town traveling expenses that were later paid by 
the customer, and commissions paid to the managers. 


(1926) 


The Dictograph Products Corporation, with annual sales 
of about $2,000,000, manufactured electrical sound transmitting 
instruments. Its chief products were the Acousticon, an instru- 
ment for the deaf, and the Dictograph system of interior tele- 
phones, used in business offices and apartment houses. The 
systems of interior telephones were marketed bya separate division 
headed by a vice president in charge of sales. In this division 
there were seven branch offices operated by branch managers. 
The method of compensating the managers was altered in 1926 to 
put more emphasis on new business and on net profits of the branch 
offices. The new method of payment was followed by a significant 
increase in the profits of the corporation. 


550 
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The Dictograph system of telephones was designed primarily 
for interior communication between executives and department 
heads. It could be applied to other uses, such as loud-speaking 
page service in hotels; but it was used chiefly in banks, stores, 
and large offices where there was need for frequent interchange of 
information between two or more departments. The system 
consisted of two types of instruments, the so-called master 
station and the substation. These instruments were oblong 
in shape and measured a few inches in width and height and from 
6 to 12 inches in length. They usually were placed on the execu- 
tives’ desks or on tables about three feet from the desks. The 
master station, for use by a chief executive, was connected with 
each of its substations. Each substation generally was connected 
with other substations, as well as with the master station. When 
an executive desired to speak with one or several of his subordi- 
nates he pressed the proper keys on the master station, which 
rang buzzers in the substations. Several men thus could be in 
communication at the same time. ‘The master station worked on 
the loud-speaker principle, but the substations required ear 
pieces and mouth pieces. 

Dictograph systems usually were higher in price than the 
systems of the company’s 10 competitors; the price of the Dicto- 
graph t1o-station set generally varied from $900 to $1,100 installed 
complete, the amount depending upon the installation expense 
for the particular system. The cost of installation commonly 
was quoted to the customer by the salesman or the branch man- 
ager prior to purchase. Underestimates, therefore, resulted in a 
reduction of the normal profit of the company. ‘The systems were 
guaranteed for a period of two years against all mechanical and 
electrical defects. Maintenance service was provided from 
branch and service offices. 

The company maintained branch sales offices in New York 
City, Boston, Chicago, Cleveland, Detroit, Kansas City, and 
Philadelphia. In each of these offices was a sales manager, who 
supervised the work of the salesmen and installation men. Seven 
service offices also were maintained; they were located in Albany, 
Atlanta, Buffalo, Hartford, Minnesota, St. Louis, and Washington. 
At each of these service offices the corporation employed only 
one man, a high-grade electrician, who did installing and servicing 
work primarily and selling incidentally. The salesforces at the 
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branch offices and service offices totaled 35 men; all of them were 
paid on a salary and commission basis. Dictograph systems 
also were sold by six agents located in cities where the volume of 
sales was not sufficient to support a company office. 

The managers of the branch offices, until 1926, were paid 
salaries plus commissions of 10% on gross sales in their territories 
in excess of the quotas set for the territories. No distinction 
was made between new business and orders secured from old 
customers; nor were the commissions affected by variations in the 
net profits of the branch offices. In order to remedy the defects 
found in this plan of payment, a new plan was devised for pur- 
poses stated by the corporation as follows: 


1. ‘To concentrate the efforts of our field organization on 
getting new business, by paying a higher commission 
for that class of business. 

2. “To give our branch managers greater earnings, as com- 
pared with the old arrangement, for any increase over a 
normal volume of business. 

3. “To reduce the bonus paid to any manager who falls 
below a normal volume of business—that is, to reduce 
the bonus as compared with what he would have earned 
under the old arrangement with that lesser volume of 
business. 

4. “To cause our managers to take a personal interest in 
every factor entering into the management of their 
districts, including not only sales, but also the securing 
of the proper margin of profit on all business done. 

5. “To hold down salaries to a level which would represent 
little more than the bare living expenses of our men 
and leave it up to them to earn the balance of their 
income on commissions. 

6. ‘To credit and debit the branch office accounts in such a 
way as to encourage accuracy in estimating cost of 
installation and efficiency in handling the installation 
men. 

7. “Through the operation of the above factors, to assure 
ourselves that a normal volume of business will yield 
a net branch office profit which will be sufficient for the 
profitable operation of our business, pay roll expense to 
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be automatically reduced when business falls below a 
normal level.” 


To accomplish these ends the corporation first changed its 
commission basis of payment. The 10% commission formerly 
paid managers on gross sales in excess of quotas was replaced by a 
15% commission on new business and a 5% commission on repeat 
business obtained in excess of the sales quotas. A manager’s 
quota, as before, was figured for any period by multiplying by 
four the branch office expense for the same period. New business 
consisted of sales of installed systems of telephones to new cus- 
tomers; repeat business consisted of service work and of sales of 
additional instruments and repair parts. The commission of a 
manager whose office expense was $15,000 and whose sales volume 
was $80,000, 70% of which was new business and 30% repeat 
business, would be determined as follows: 





Saleswiombranchatenritorya err seme oer eer ae cnre $80,000 
esciquotas PIS .000 x 4 en maeres yn ayaa ache ces ia _60,000 
Salesra bover quotal mre ae mete cr pent st eiienstac chats 5 eee $20,000 
Proportion of new sales, 70 % of $20,000 or $14,000 X 15 %.. 
COMMISSIONER Ce eA cee eikatiee ens wlunie ae mae $ 2,100 
Proportion of repeat sales, 30 % of $20,000 or $6,000 X 5 %.. 
WOMIMISSION MeO Ce ale ees eae ane amon eee $ 300 
Potale GommisslONMeE ee ere omen a ae ta Bie $ 2,400 


The expense figure used in determining managers’ sales 
quotas included all expenses that were incurred in the operation 
of the branches with two exceptions: out-of-town travelling 
expenses that were later paid for by the customer, and com- 
missions paid to managers. The expenses included the following 
items: 


Salaries, Office Bad Debts 

Salaries, Salesmen Travel : 
Sundries Maintenance of Equipment 
Express Demonstration 
Postage Insurance 
Trucking Depreciation _ 
Commission, Salesmen Shipping Supplies 
Stationery Office Supplies 
Literature Laxesie 
Advertising Automobile Expense 
Rent Service 

Telephone & Telegraph Legal 

Light 


The distinction that was made between new and repeat 
business, with a larger commission for new business, gave the 
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managers an incentive to secure new customers. The discrimina- 
tion was considered just, inasmuch as new business was relatively 
difficult to secure and repeat business followed with comparatively 
little effort. A proportionately larger reward, furthermore, was 
received by managers in comparatively undeveloped territories 
where most of the sales volume was composed of new installations. 
The readjusted rates also gave the managers an opportunity for 
larger earnings; for whenever new sales exceeded repeat business 
in a territory, the manager’s commission rate was greater than 
10%. Average commission percentages on varying proportions 
of new and repeat business are shown in Exhibit r. 


EXHIBIT I 


AVERAGE COMMISSION Pain To BRANCH MANAGERS BY DICTOGRAPH 
PRODUCTS CORPORATION ON VARIOUS PROPORTIONS OF NEW 
BUSINESS AND OLD BUSINESS 











Percentage of New Percentage of Repeat A Cc ae 
Business (Commission Business (Commission ag iia ei mt sa 
15%) 5%) 2 
5° 50 Io 
60 40 II 
7 30 12 
80 20 13 
go Io 14 





The branch managers were paid weekly salaries, but settle- 
ments of commissions were made semiannually. However, the 
managers were allowed moderate drawing accounts against future 
commissions. The company preferred that its managers adjust 
their week-to-week living arrangements to the total income 
represented by their salaries and drawing accounts, so that a 
reduction in drawing accounts would be felt. This, in the com- 
pany’s opinion, would serve as a stimulus for maintaining the 
level of their commissions. The managers’ drawing accounts 
were closed under the following conditions: 


“When the amount drawn by any branch manager, as a draw- 
ing account, during any two month period, shall have exceeded 
the commissions accruing to his credit during that period, he will 
be notified of this condition of his account, and if, at the end of an 
additional three month period, the commissions due him do not 
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exceed the amount paid to him, as a drawing account, then his 
drawing account will be discontinued until such time as the amount 
previously advanced to him as a drawing account shall be covered 
by an equal amount of accrued commissions.” 


The company considered it a mistake to be too hasty in 
cutting off an employee’s drawing account. Under the plan 
adopted, managers had time to recover from temporary declines 
in business before their drawing accounts were discontinued. 

Careful control of expenses by branch managers had been 
stimulated by the company’s quota system even under the old 
method of payment. In revising its compensation plan for branch 
managers, however, the company decided to emphasize net profits 
more directly by stipulating that each branch had to show a 
minimum net profit before its manager would be entitled to full 
commissions. In the written agreements made between the 
company and the managers, the following explanation was given 
of this profit provision: 

No commissions will be paid to any branch office manager in 
excess of the maximum figure stated in his written agreement, 
unless his net branch-office profit shall amount to 33% or more 
where union labor is employed or 36% or more where nonunion 
labor is employed, except that where the amount required to make 
up the difference between 33% or 36%, as the case may be, and the 
actual percentage of profit earned, shall amount to less that the 
total commissions; then a sufficient portion of the commission will 
be used to build up the branch-office net profit to 337% or 36 %, as 
the case may be, and the balance will be paid to the manager. 


Net branch-office profit instead of final corporation net profit 
was used as the controlling figure because the final profit was 
affected by general administration expenses over which the 
branch managers had no control. The net profit for a branch 
office was figured by subtracting from the sales of the branch the 
cost of goods sold and the direct expenses of operating the branch. 
Out of the net profit of the branches, general administration 
expenses were paid, and the remainder was the corporation profit. 
The required branch-office net profit ratio as given in the pre- 
ceding provision, was arrived at by adding the usual percentage 
represented by general administration expenses to the percentage 
of final net profit desired by the corporation. 

The maximum amount of commissions allowed a branch 
manager when the net profit for his office failed to reach the 
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standard was determined with reference to the particular office. 
Typically, the maximum of salary and commissions was $7,500, in 
which event a manager would not receive compensation above 
$7,500, regardless of the sales volume, unless the net profit for 
the branch equaled or exceeded 33% or 36%, as the case might 
be. The maximum amount was termed the “stop-loss” figure, 
because commissions above that figure were not granted unless the 
minimum branch-office net profit was made. This arrangement 
encouraged the managers to keep their attention on executive 
duties. 

The new plan of compensation further emphasized economy 
in management by making installation costs affect the managers’ 
commissions under certain conditions. Since managers included 
an estimated installation cost in prices quoted to customers, 
under-estimates resulted in losses and overestimates in gains to 
the corporation. The corporation also suffered or benefited 
financially according to the way in which a manager allowed his 
foreman to direct the installation men. To stimulate more 
careful estimates and control, therefore, the expense account of 
each branch office was charged with any loss incurred at that 
branch for installation labor and was credited with any saving. 
Monthly reports were made by each branch manager showing the 
saving or loss of labor on each contract job completed during the 
month, the net labor saving or loss being added to or deducted 
from the branch office expenses, for quota purposes. An increase 
in the expense account increased the manager’s sales quota in the 
ratio of one to four, which in turn decreased the manager’s com- 
mission possibilities. The opposite was true when expenses were 
decreased. 

The vice president of the Dictograph Products Corporation 
stated that the new plan appealed to the managers’ sense of 
fairness and sportsmanship. The managers were really asked to 
accept a business risk along with the company. If their records 
were average, they earned about as much as they would have 
earned under the old plan. If their performance fell below or rose 
above the average, the effect upon their earnings was propor- 
tionately greater. 

The new compensation arrangement began to show its effect 
by the middle of 1926. During the last six months of that year, 
the installation expense ratio to total charges for making new 
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installations ranged from 38.3% to 46.1% as compared to the range 
for the whole year of 40.4% to 48.3%. Five of the seven branch 
offices reduced installation expenses below 43%, which was 
considered standard. ‘The total gross billings for the year 1926 
exceeded those for 1925 by 20%. ‘The average branch-office 
net profit increased 45% in the same period. 

The changes in sales, profits, and expenses are illustrated 
by the performance of one representative office, the record of which 
is given in Exhibit 2. This office was in an old territory; the 
same manager operated the office during the entire period; and 
there were no introductions of new products or improvements to 
affect the performance 


EXHIBIT 2 
THREE-YEAR RECORD OF SALES, EXPENSES, AND PROFITS FOR ONE 
BRANCH OFFICE OF DiIcTOGRAPH PRODUCTS CORPORATION 


Ratio of Branch-office 
Net Profit to Sales 


Ratio of Branch-office 


Total Sales Expense to Sales 














TO 2 Sepa aert ae focus $54,000 25% 27% 
ODOM Mead rca che 68 ,o00 36 21 
TOBIN Os ee ewer 60,000 390 19 





With regard to the performance at this office the sales manager 
stated that ‘‘the increase of sales in 1926 in this branch office 
was attended by a large increase in the percentage of profit, 
which is entirely attributed to the effects of the new compensation 
plan. As a result of causes beyond the control of the manager in 
charge of this district, there was a dropping off in sales volume 
in 1927 as compared with 1926. However, it is noteworthy 
that through the greater efficiency of management brought about 
by the new compensation plan, this manager was able to cut his 
percentage of expense still further and to increase his percentage 
of profit even on this smaller volume of sales.” 


ComMMENTARY: The method of determining sales quotas for the 
branches, by utilizing a standard expense ratio, was particularly 
useful for control purposes. It was essentially the same in principle 
as the method proposed in the Glenrock Manufacturing Company’s 
case.2 The rate of commission paid to branch managers on sales in 


2 Glenrock Manufacturing Company, 6 H.B.R. 269. 
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excess of their quotas was higher than the ratio of managers’ salaries 
to sales but less than the standard ratio of branch expenses to sales. 
This was an equitable arrangement, since all other branch expenses 
presumably were covered when the quota was reached, and the higher 
bonus rate enhanced the incentive to branch managers to increase 
sales without increasing other expenses. 

The items which were included in the standard expense ratio used 
in determining branch quotas were expenses under the control of the 
branch managers. Hence the plan adopted gave direct encouragement 
to the branch managers to hold down their operating expenses and 
especially to guard against laxity in estimating installation costs. 
The interests of the company were further safeguarded, and properly 
so, by the limitation on the compensation to be paid to each branch 
manager unless the net profit of his branch exceeded a stipulated ratio. 
The differentiation in the bonus rate on “new business” and “old 
business”’ was warranted by the fact that the securing of new business 
called for the exercise of real salesmanship, whereas old business was 
largely in the nature of order taking. 

The only question of importance to be raised regarding the plan 
was as to how well it would work during a period of severe business 
depression. 


January, 1929 MoT. Ci 


DREER MACHINERY COMPANY! 


MANUFACTURER— MACHINERY 


SALES OutLtETts—Use of Distributor as Alternative to Branch Sales Office or 
Direct Selling. A company manufacturing several kinds of machines 
wished to secure more adequate market coverage in the Middle West, 
particularly in the vicinity of Chicago, expecting by this means chiefly to 
increase its sales of power presses. A sales office already operated in a 
city in the Middle West could not cover adequately the entire middle 
western territory. The company believed the usual type of machinery 
merchant was not a suitable distributor for its products, since salesmen 
had to be trained in the construction and application of the machines. 
The company decided to grant exclusive representation in the Middle 
West for its presses to a company manufacturing an accessory used by 
the same type of plants using presses, and to sell its other lines directly 
by salesmen from its main office. 


(1928) 


Early in 1928 the Dreer Machinery Company decided to take 
steps to secure more adequate market coverage in the Middle 
West, particularly in the vicinity of Chicago. It was proposed 
that the company should seek to have its machines sold by 
machinery wholesalers located in the Chicago territory. An 
alternative to this was the establishment of a branch sales office, 
or at least the employment of the company’s own salesmen, in 
Chicago. Later, when it was learned that the company was in 
search of representation in the Middle West, two firms specializing 
in the sale of a few machinery items asked to be allowed to handle 
the Dreer line. 

The Dreer Machinery Company, an old and well-established 
firm making a good quality of products, was located in the East. 
Its annual sales amounted to several million dollars. The com- 
pany classified its products in four groups: machinery for the 
manufacture of rivets, bolts, and nuts; copper wire drawing 
machinery, slitters, and eyelet machines; rolling mill machinery, 
including draw benches; and power presses. This division of the 
products in some respects was based on factory and personnel 





1 Fictitious name. 
559 
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considerations rather than on marketing characteristics. For 
each of the four groups of machines there was an engineer who 
supervised both the designing and the selling of the machines in 
his department. The markets for the machines other than the 
presses were comparatively restricted and potential customers, 
most of whom were large firms, could be located readily. The 
market for the presses, on the other hand, was a much wider one 
and potential customers could not be located so readily. All 
shops or factories making or requiring pressed metal parts were 
potential customers for Dreer presses. Presses, for example, were 
used for making flat metal parts of small machines, cartridges, 
door keys, locks, hinges, other hardware, knives, forks, spoons, 
tin cans and tin boxes, metal parts of toys, tin book ends, bottle 
openers, tin tops for bottles, brass parts for electric light fixtures, 
and a wide variety of other things. It was chiefly sales of presses 
that the company expected to be able to increase by more adequate 
coverage of the middle western territory. The company recently 
had developed an improved type of press that it deemed superior 
to competing presses. 

Dreer machines ranged in price from $30 each to $25,000 
each. The average unit of sale for all the machines, however, 
was $1,000 to $2,000. Unit prices of the particular types of 
presses whose sales the company hoped to increase in particular 
were $300 to $1,000. 

In the East the company had four salesmen with headquarters 
at the main office. These salesmen all had factory training. 
It was the company’s experience that its customers liked to be 
visited by salesmen with mechanical background, who were 
able to explain to them the construction and use of the machines. 
The general manager of sales stated that even in selling the more 
simple of the company’s presses the salesmen needed technical 
training. A salesman without adequate technical knowledge of 
presses might sell a user a press that was too large or too small 
for his needs, for example. For selling the company’s other 
lines, technical information was even more important. 

In addition to its eastern office, the company for over 20 years 
had operated a sales office in a city in the Middle West. At that 
office there were a manager and one salesman, and these two men 
had been expected to cover the entire middle western territory 
except for certain large firms, such as automobile manufacturers, 
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with whom the company dealt directly from its main office. It 
had been impossible for the two men at the middle western office to 
cover adequately the middle western markets for the four classes 
of Dreer machines. The result had been that the manager had 
concentrated efforts on one of the types of machines in which he 
was particularly interested and had made little effort to sell the 
others. 

The company expected to advertise its line, particularly 
its presses, in connection with the proposed cultivation of the 
middle western territory. No definite advertising plans had been 
made, however. 

In 1928, when the company decided to provide more adequate 
market Average in the Middle West, its first step was to restrict 
the territory to be covered from the middle western office. ‘There- 
after that office was to cover only the territory within a radius of 
200 miles. It was thought that the manager and one salesman 
would be able to cover this territory thoroughly for all Dreer 
machines with the possible exception of the presses. Special 
circumstances which existed made it impracticable to place more 
salesmen at the branch office, so as to make that branch the head- 
quarters for covering the Chicago territory. 

After this decision was made the company had no representa- 
tion in the Middle West, outside of the district of the branch 
office, except that provided by occasional visits of its eastern 
salesmen to large firms in the West. To secure representation in 
the Middle West, the company’s first thought was to obtain the 
services of machinery merchants. Those merchants commonly 
handled machine tools and other machinery, either buying out- 
right or selling on a commission basis. They had a wide acquain- 
tance among machinery users and maintained permanent relations 
with customers by means of large salesforces. The Dreer Machin- 
ery Company anticipated no difficulty in securing representation 
for its products among such merchants. The company occasion- 
ally had sold machines to distributors, but it had quoted the same 
prices to those firms that it quoted to users. 

Investigation soon convinced the company that the usual 
type of machinery merchant was not a suitable distributor for its 
products. Dreer products were not so highly standardized as 
machine tools and, in the company’s opinion could not be sold 
satisfactorily by salesmen who were handling many other lines 
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in addition and who were not carefully trained in the construction 
and application of the machines. 

It then was suggested that the company might make arrange- 
ments with machinery merchants whereby they would not 
actually sell Dreer machines but merely would secure inquiries 
to be followed up by the company. It was proposed that the 
company should pay the merchants a commission of 2% on all 
inquiries that resulted in orders. The company concluded, 
however, that the merchants would not be able to secure profitable 
inquiries without more special knowledge of the machines than 
they possessed, and this proposal consequently was rejected. 

As a tentative measure, the company decided to under- 
take to reach the Chicago market by salesmen traveling from the 
main office. These salesmen would visit the larger potential 
customers about once a month; the company expected to learn 
through experience the most suitable interval for sales calls. 
The company was unwilling to ask any of its salesmen, all of 
whom were mature men with families, to move to the Chicago 
territory until it was certain that it intended to maintain salesmen 
there permanently. 

About this time Mr. Cotton, president of a Chicago firm 
selling machinery, visited the Dreer Machinery Company and 
asked to be premitted to act as representative for the Dreer 
line in the Middle West. Mr. Cotton wished to be the company’s 
exclusive representative there and asked for a flat commission 
of 10% on all sales in that territory. He stated that his firm 
specialized in assisting manufacturers to reduce production costs 
through the use of suitable machinery. He and his salesmen were 
prepared to study a prospective customer’s manufacturing prob- 
lems and to make recommendations as to machinery needs. 
Mr. Cotton’s firm represented several manufacturers of machine 
tools and automatic and special cost reducing machinery; the 
manufacturers represented commonly made machines to meet the 
individual requirements of customers. Mr. Cotton employed six 
salesmen, who, he stated, were competent to advise machinery 
users with reference to their production problems. 

In order to demonstrate to the Dreer Machinery Company 
his ability to sell its machinery, Mr. Cotton sent in several 
inquiries that he or his salesmen secured. Most of those inquiries 
were for complicated machines for special purposes and would 
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require a large amount of engineering work. The company 
was prepared to manufacture such special machines, but it con- 
stantly was endeavoring to increase its sales of standard machines. 
In 1928 the company was making about a thousand different 
machines, taking into consideration variations in sizes and styles. 
It was desirous of reducing this number. The general sales 
manager stated that when a new salesman was employed he tended 
to pick up complex inquiries and to agree to have the company 
work out the problems involved. This type of inquiry, the 
sales manager stated, was easy to secure. Most companies had 
complicated problems that they were willing to have anyone who 
seemed interested work on. 

Not only was the Dreer Machinery Company dissatisfied 
with the type of inquiries referred to it by Mr. Cotton. It also 
objected to paying a straight commission of 10% on sales. On 
the more expensive machines, the company deemed a 10% com- 
mission excessive. 

One inquiry which the company received from Mr. Cotton 
was accompanied by the following letter. 

March 7, 1928 
Gentlemen: 

We are enclosing herewith an inquiry from the ————— Com- 
pany on an Eyelet Machine with two sets of tools for producing the 
bushings as per blueprints #2871-6 and #2880-16. 

During our recent visit to your plant we discussed the proposi- 
tion of representing you in this territory, and although we realize 
you may not be ready to go ahead with this at once, we would like 
you to give us protection on an inquiry such as this. Without 
any sales expense to yourselves you might be able to allow us a 5% 
commission and we could add on 5%, in other words, figure on us 
making 10% and we will go ahead and see if we can’t get the 
business. 

We ought to get protection on any inquiries like this, and believe 
if you would work with us as outlined in the above paragraph, it 
will work to our mutual advantage. Anyway, we think it is worth 
trying. 

Awaiting your proposition, we are 
Very truly yours, 

The company replied to this letter as follows. 

March 12, 1928 
Gentlemen: 

We acknowledge the receipt of your letter of March 7 with 

enclosures, all relating to an eyelet machine for the ————— Com- 
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pany. We have already quoted them on the machine and tools, 
this quotation following a visit to their plant by one of our men 
during the middle of February. Under the circumstances we think 
it best not to turn this matter over to you to handle. 

When your letter came in, before looking up to see if anything 
had been done by us previous to receiving your letter on this 
particular proposition, it was our thought, assuming that this 
inquiry had originated through you, that we would make a con- 
cession from our regular prices and suggest that you make a conces- 
sion from your idea of a 10% commission and go ahead and see 
what could be done, but as we had already quoted we decided not 
to do this. 

This, however, is perhaps a typical case to discuss and, there- 
fore, we suggest that you let us know what your feeling would be 
toward our idea of handling the matter. To begin with we are not 
sympathetic toward any plan which makes our exclusive represen- 
tative quote higher prices in this country than what we quote from 
the home office. You know that we have handled you and other 
dealers differently by making quotations to them and plainly letting 
it be known that we would quote the same price to the user; that we 
made no attempt to protect the dealer. This applied to those who 
were not our exclusive representatives. 

If we had followed our original inclination regarding the eyelet 
machine for the ————— Company, we should have quoted you 
the regular price and would have allowed you a selling commission 
or discount of 5%, and would have protected you whether the order 
had come direct from the user or through you. This inquiry is 
typical of a number which might come up from our old customers, 
ant we are curious to know what you think about our idea on the 
subject. 

We find that we could probably establish and maintain a branch 
selling office similar to the one which we already have for about 
5% of the sales which we made in Illinois, Indiana, Wisconsin, Iowa 
and Minnesota last year. We, therefore, are wondering just how 
we would be justified in giving you a 10% commission for this 
same work. We recognize that your force of six men would cover 
much more ground than our force of one man, but unless the volume 
of business could be materially increased, it is difficult to see how 
we oulg pay you materially more than it would cost us to do the 
work. 

Another thought which has come up in connection with your 
possible representation is if there would not be some justice in 
limiting your commission on machinery sold to old customers while 
making a regular commission apply to others. Old customers 
should probably be limited to those who had bought from us during 
an agreed on period of years just back from the present. 

We also have felt that a flat commission on our product is not 
altogether satisfactory. Our machines run from say $30 to $25,000. 
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The selling effort necessary to sell the $25,000 machines is prob- 
ably not very much more than to sell a $2,500 machine. Taking 
off a large commission from a high price machine brings our net 
price down to such a point that there is practically no profit. 
We suggest that you let us have your ideas on all of the above 
matters. 
Yours very truly, 


No answer was received to this letter and the company conse- 
quently concluded that its proposals were unsatisfactory to 
Mr. Cotton. 

At about the same time the company was asked by another 
Chicago firm, the Scaron Company,’ for the right to represent 
its machines in the western territory. The Scaron Company 
manufactured an accessory that was used by the same type of 
plants that used presses. It wished to have a more extensive line 
to sell in order to make a wider distribution of sales costs. The 
Scaron Company had been selling its accessory for some time and 
apparently had established good contacts with users of presses. 
It employed 15 salesmen, who traveled through the entire United 
States. The Scaron Company asked for exclusive representation 
for the full line of Dreer machines in the entire country. 

The Dreer Machinery Company had no intention of dis- 
continuing its plan of direct sale in the East, nor did it believe 
that the Scaron Company was competent to secure orders for 
the full line of Dreer machines. It did seem to the Dreer Machin- 
ery Company, however, that the Scaron Company might be able 
to sell its presses satisfactorily. The Scaron Company already 
had contacts with firms that were potential customers for Dreer 
presses, and the presses, particularly the lighter type for which 
there was the most extensive market, required less technical 
knowledge on the part of salesmen than was required by the other 
Dreer lines. Moreover, it would be relatively more expensive 
for the company to sell the press line directly than it would be 
to sell the other lines directly. Not only were the markets for 
the other lines more restricted, and the prospective customers on 
the whole larger and of more assured credit positions, but the 
unit of sale was greater for the other lines than it was for the 
presses. There was, moreover, less objection to paying a uniform 
rate of commission for sales of presses than for sales of the entire 
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line, since the range of prices for presses was comparatively 
narrow. 

In view of these considerations, the company tentatively 
decided to make the Scaron Company its exclusive representative 
for the press line in the Middle West but to sell its other lines 
directly to users by means of its own salesmen. In the East, 
presses, as well as the other lines, would be sold directly. 


COMMENTARY: The decision of the Dreer Machinery Company 
to employ the services of the Scaron Company to sell presses in the 
middle western states seems to have been reached by impulse rather 
than by a judicial weighing of the facts and factors involved therein. 

The need for technical training of the salesmen who were to sell 
presses was emphasized when the company’s own sales organization 
was under discussion, but no evidence is presented in the case to indicate 
that the Scaron Company’s salesmen surely would receive such training. 
Those salesmen were selling other lines, a fact which was likely to 
hamper them in becoming expert press salesmen. 

It was stated in the company’s letter to Mr. Cotton, the president 
of the machinery firm to which an agency was not granted, that the 
company could have operated a sales branch for about 5% of the com- 
pany’s sales in Illinois, Indiana, Wisconsin, Iowa, and Minnesota. 
There is no evidence that the Scaron Company was to be paid a commis- 
sion less than 5%. It seems to have been the opinion of the company 
that the cost of selling presses, in percentage of sales, was higher than 
the cost of selling the company’s other products; hence the 5% rate 
mentioned could not have been taken, perhaps, as applicable to presses. 
Nevertheless, the business had the earmarks of one suited for direct 
sale, and direct sales methods were employed successfully in the eastern 
markets. The potential increase in sales in the middle western terri- 
tory through intensive cultivation, furthermore, offered possibilities 
of lowering the selling expense ratio. 

In view of these considerations the reasons offered for employing 
the services of the distributor are not conclusive. If the company 
could have sold presses at an expense rate no higher than the com- 
mission allowed to the distributor, direct sale was to have been pre- 
ferred in order that the company might have had full control of the 
salesmen, with singleness of purpose. 

The reasoning in the case suggests a timorous attitude, with a 
shrinking from a decision that would have necessitated the bringing in 
of new salesmen, training of the salesmen, and perhaps a general over- 
hauling of the company’s whole sales organization. 


November, 1928 Matec, 


JENNER AND Company! 


MANUFACTURER— INSECTICIDE 


SALES PromotTion—Introduction of New Product to Household Market. A 
company whose main products were sold in the industrial market began 
manufacturing a liquid insecticide, for which it wished to cultivate a 
household market. The manager of the company’s specialty department 
believed that brand preference for this type of product was not strong 
among consumers and that retailers were in a position to influence con- 
sumers’ purchases. He proposed, therefore, in an introductory offer, 
sent by circular letter to all unit drug stores in Massachusetts, outside of 
Boston, and in Maine, to grant a 5% discount and a certain quantity of 
free goods to every retailer accepting the offer. Salesmen were to visit 
the stores circularized to solicit orders, and in one county to which it 
expected to devote intensive sales effort, the company planned to adver- 
tise the product in local newspapers. 


(1928) 


In the summer of 1927 Jenner and Company decided to 
add a new specialty to its line. This specialty was a liquid 
insecticide similar to Flit and Flytox, which were widely adver- 
tised products. By January, 1928, the company, which was 
located in Massachusetts, had built up a reasonable sales volume 
in its local territory among users buying in large quantities and in 
bulk. Among such users were hospitals, restaurants, hotels, 
and various other institutions. The company’s next step was to 
cultivate a market among household users. 

The main products of Jenner and Company were sold in the 
industrial market. One of the executives of the company, how- 
ever, was particularly interested in the development and sale of 
specialties. The manufacture of the insecticide presented no 
difficult problems to the company. The executive who was 
interested in its development was of the opinion that the public, 
as a result of the extensive advertising of Flit and Flytox, had 
come to prefer a liquid insecticide used as a spray to the older 
type of powder insecticides. He was of the opinion, furthermore, 
that the demand that had been created among consumers was 





1 Fictitious name. 
567 


568 HARVARD BUSINESS REPORTS 


for a type of merchandise rather than for a particular brand. 
Interviews with selected retailers had confirmed this opinion. 

The company’s insecticide was called Extermo. In the 
company’s opinion, Extermo was fully as satisfactory as any other 
insecticide on the market. Two salesmen were employed, on a 
commission basis, to introduce this product to large users such 
as hospitals, restaurants, and hotels. The company was satisfied 
with the recognition which the product secured among this class 
of trade during the first six months that it was on the market. 
Repeat orders were frequent. 

To the household trade the company planned to offer a com- 
bination outfit consisting of an eight-ounce bottle of Extermo; 
an eight-ounce bottle of Hygieno, a disinfectant made by the 
company; a sprayer; and a bottle holder, a white enameled wall 
bracket that was intended to hold the bottle of Hygieno. The 
retail selling price of this outfit was to be $1. The outfit corre- 
sponded to those offered at the same price by other manufacturers 
of similar products but included the bottle of disinfectant and the 
bottle holder in addition to the items customarily offered in such 
outfits. The various items in the outfit also would be sold sepa- 
rately. For displaying its outfit the company had developed an 
attractive cardboard stand for distribution to retailers. 

The company had been manufacturing Hygieno, the dis- 
infectant, for several years. It had made no concerted effort 
to market that product, however, and sales were small. The 
company hoped to gain wider recognition for that product by 
including it in the combination offer with the Extermo. The 
disinfectant was for use in kitchen sinks, garbage pails, toilets, 
barns, kennels, etc., and also for use on bruises, cuts, and sores. 

The manager of the company’s specialty department proposed 
the following program for introducing Extermo to the household 
market. 

Sales effort was to be directed to unit drug stores. The 
manager was convinced, as a result of his interviews with various 
retail druggists, that this was a product for which brand preference 
among consumers was not strong. If this was true, retailers, he 
believed, were in a position to influence consumers’ purchases. 
The manager stated that the Standard Oil Company, which 
manufactured Flit, and other large manufacturers of insecticides 
depended on extensive advertising to consumers to stimulate 
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sales, rather than on the cooperation of retailers. This left the 
way open, in the opinion of the manager, for manufacturers who, 
like Jenner and Company, sought only local distribution to secure 
sales by making their products particularly attractive to retailers. 
It was on this theory that the manager planned to proceed. He 
did not intend to seek distribution in chain drug stores since it 
was his understanding that chain stores customarily sold only 
those items for which a demand had been created. He also did 
not intend to seek distribution, initially at least, in metropolitan 
Boston. Retailers in city areas, like chain store companies, were 
less likely, in the manager’s opinion, to be moved by special 
inducements to give sales attention to particular items than were 
smaller retailers in towns and outlying areas. 

The manager proposed during the latter part of January, 1928, 
to make an introductory offer, by circular letter, to all unit drug 
stores in Massachusetts, outside of Boston, andin Maine. There 
were approximately 1,500 such stores in the Massachusetts terri- 
tory and about 400 in Maine. With the letter there would be 
included fliers describing the products and their uses. The 
circular letter which the manager proposed to send in explanation 
of the introductory offer was as follows: 


INTRODUCING EXTERMO TO THE TRADE 


Institutions, hotels and restaurants who are bulk users of 
Extermo have found it the most satisfactory of any product in its 
line and we believe it will be equally appreciated by the domestic 
user which we are now prepared to serve. 

We aim to give the greatest satisfaction and best value to 
the consumer and to make our proposition so attractive to the 
dealer that we can expect his cooperation. We are including, in 
the $1 sets, an 8 ounce bottle of our Hygieno which also offers excep- 
tional value and isa sure repeater. Before further stocking insecti- 
cides will you not withhold orders until you learn more fully about 
our product through our representative who will call upon you as 
soon as possible. Better still, send us an order on our special 
introductory offer which you can do without taking any risk 
whatever, 
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2 doz. 8 ounce EXTERMO at $4 $8.00 
1 doz. 16 ounce EXTERMO at 6 6.00 FREE GOODS INCLUDED 
2 doz. 8 ounce HYGIENO at 2 4.00 1 doz. 8 ounce EXTERMO 
2 doz. HOUSEHOLD SPRAYERS at 3 6.00 2 doz. BOTTLE HOLDERS 

$24.00 

less 5% 1.20 

$22.80 


Terms: 30 days-2%-10 days Freight Allowed 


We include an attractive display case showing the $1 combination, 
also, a supply of descriptive circulars. At retail this shipment 
gives you two dozen $1 combinations and one dozen each of 50¢ 
and 75¢ bottles of Extermo—total, $39, thus realizing 41% profit 
on retail price. 

Any portion of the above shipment returnable promptly at 
the expiration of 30 days freight charges both ways paid by us 
subject to condition that in case return privilege is exercised any 
goods sold or retained will be paid for at the wholesale list 
prices—5% discount and free goods applying to the full order 
only. 

You will find that Extermo and Hygieno will both make good 
with your customers and bring them back for more. We look for- 
ward with confidence to the pleasure of receiving your cooperation 
for which we thank you in anticipation. 

Very truly yours, 
JENNER AND COMPANY 
Manager 


The costs to the company of the material included in the 
introductory offer were as follows: 





Cost 
2. dozen © 8-ounce bottles Extermoanzs1. ued aoe ee ee $ 2.20 
tr “  416-ounce PP Ngt acs Hagin Peta n Wale ate Se ae a 1.85 
2 “ 8-ounce Se Fywlenos 20g ac dee Ra en ee 1.80 
Ful vale PEAY ENS. 00.5 vaca snbiens Soden Lae ain Gta ee 4.10 
$ 9. 
Free goods vee 
x dozen S-ounce bottles’ Extermo. 7:11. 544: oe See $1.10 
a5 Mee bottle holdergs acum iscsi. We ey en eae ee 1.60 2.70 
y $12.6 
Dain y Case Fahd. 5:d.< adh OMAN oak Su SOUT Se iS ; 
Circulars (for distribution by retailers to USES) Taj aa ee .50 
HUPCIR ERS ene 5 ccs ce gitag te Sine te an Go ae 
$14.40 


On reorders from retailers the company’s selling terms would 
be the same as in the introductory offer with the following excep- 
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tions. No free goods would be allowed. The 5% discount would 
apply only on orders of six dozen or more eight-ounce bottles of 
Extermo or Hygieno or of the two assorted. Sales would be f. o. b. 
factory except on orders of six dozen or more bottles, in which 
case freight would be allowed. The clause relating to returned 
goods, moreover, applied only to introductory sales. It was 
expected that that clause, which relieved retailers of all risks, 
would remove any objection they might have to placing an initial 
order. Within a few weeks after the circular letter was sent out 
the company’s salesmen would visit the stores circularized to 
solicit their orders. 

The company expected to devote intensive effort to one 
county in Massachusetts. To retail druggists in that territory 
the company was prepared to make any concessions to get them to 
display its goods. The company, if necessary, would have its 
salesmen secure orders for the druggists by house-to-house canvass. 
There were slightly more than 200 unit drug stores in the county 
selected. 

After the drug stores in this county had stocked its goods, 
the company planned to place small advertisements in the local 
newspapers during the spring and summer of 1928. The company 
did not wish to commit itself to this advertising program, however, 
and its salesmen were not to stress the likelihood that the company 
would do such advertising in their solicitation of orders. Whether 
the company advertised in any other area would depend upon the 
representation which it secured in the retail drug stores. The 
salesmen were to be paid commissions of 20% of the retail selling 
prices on all goods sold and not returned. 

After it had introduced its products to the retailers, the 
company expected to ask drug wholesalers to list the products. 
Wholesalers would be given a discount of 20% from retail prices. 
Until a reasonable demand had been established among retailers, 
the company would not expect the wholesalers to carry stocks. 


CoMMENTARY: The details of the method of sales promotion 
adopted by this company for marketing Extermo are of less significance 
than the general doctrine of the plan. In the first place, the company 
was following an imitative rather than a constructive merchandising 
plan in putting this product on the market. There is no evidence to 
indicate that the product clearly was superior in quality to other 
liquid insecticides on the market, or that it could be manufactured more 
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cheaply; and apparently the company did not expect to tap a new 
stratum of demand. Its object rather was to obtain a share of the 
insecticide business which other manufacturers had been developing. 
This is a common business practice but not one that makes for healthier 
business conditions. Such a practice has the effect of increasing the 
wastes of competition without compensating gains to consumers. It 
necessitates greater expenditures by manufacturers on competitive sales 
activities, and for those retailers who carry such a new brand in addi- 
tion to well-known brands the effect is likely to be a slowing up of the 
average rate at which their stocks are turned; in other words the 
retailers’ gross investments in stocks of merchandise are likely to be 
increased. 

The company expected to get a share of the demand generated 
by the advertisers of Flit and Flytox. The method by which this 
objective was to be attained was by encouraging retailers to practice 
substitution or at least to give preference to Extermo. The purpose 
of offering the free goods and the discount in the introductory order 
was to “make it worth the while” of the retailers to try to sell Extermo 
when Flit or Flytox was called for. The weaknesses of the reliance 
on substitution for building sales have been pointed out in the commen- 
tary on the Mohawk Soap Company” case. The company was not 
laying a firm foundation for its own business by relying on substitution 
by retailers to build its sales volume. 


January, 1928 MiG 
2 Mohawk Soap Company, 5 H.B.R. 467. 





CHASE COMPANIES, INCORPORATED 


MANUFACTURER—BRASS PIPE 


Sates PRoMOTION—Selection of Methods. Because it had unused production 
capacity and wanted to increase its sales volume, and because the 
plumbing field apparently constituted a large potential market for brass 
pipe, a large manufacturer of brass and copper products decided to 
undertake the aggressive promotion of brass pipe for plumbing purposes. 
The measures adopted to carry out this program were: production of an 
improved type of brass pipe; adoption of a trade name for the pipe; 
advertising in trade papers and later to consumers; use of a guaranty; 
and use of missionary salesmen. 


ADVERTISING—To Establish Brand Recognition. In an attempt to promote 
aggressively the sale of its brass pipe for plumbing purposes, a large 
manufacturer of brass and copper products began to advertise this 
product under a trade name. Advertising at first was confined to trade 
papers, but after six years the company decided that it had received 
sufficient evidence of a market for the product and the name was suffi- 
ciently well known to warrant advertising to consumers. 

(1922-1928) 


In 1922 it was proposed that the Chase Companies, Incor- 
porated, large manufacturers of brass and copper sheets, tubes, 
rods, and pipe, should aggressively promote the sale of brass 
pipe for plumbing purposes. The program included the pro- 
duction of an improved type of brass. pipe; the adoption of a 
trade name; use of a guaranty; advertising; and the use of mis- 
sionary salesmen. 

Prior to 1922 the company had utilized no aggressive market- 
ing methods and had done no advertising. This also was gener- 
ally true of the company’s competitors. Sales customarily 
were made on the basis of price, quality, and service. The 
company sold most of its output, by means of its own salesmen, 
directly to manufacturers using brass and copper in their products. 
The salesmen were technically trained and were competent to 
advise users as to their requirements of brass and copper. The 
company also, through its system of branch stocks, was able to 
make unusually quick deliveries to customers. 

573 
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Brass pipe, which was used chiefly for plumbing, in 1924 
was looked upon as a basic material and the pipe of one reputable 
manufacturer was deemed as satisfactory as that of another. 
Neither building owners, plumbers, architects, or contractors 
were interested in the make of brass pipe used. Moreover, brass 
pipe was used only to a limited extent; iron or steel pipe 
was much more commonly used. The executives of the company, 
however, were satisfied that for plumbing purposes brass pipe, 
although more expensive than iron or steel pipe, clearly was 
superior, chiefly because of its imperviousness to rust. It was 
estimated that the original cost of brass pipe installations was, 
on an average, less than 1% more, in percentage of total building 
costs, than the cost for corresponding installations of iron or steel 
pipes. However, the longer life of brass pipe and its freedom 
from need of repairs were thought far more than to offset the 
larger original cost. Because it had unused production capacity 
and wanted to increase its sales volume, and since the plumbing 
field apparently constituted a large potential market for brass 
pipe, the company decided to undertake to promote aggressively 
the sale of brass pipe for plumbing purposes. 

An improved brass pipe, more particularly suited for plumbing 
purposes than the brass pipe then being sold, was made. This 
pipe was designed to withstand the action of corrosive waters 
harmful to iron and steel pipe and also to ordinary brass pipe. 
The improved pipe that the company made had other advantages 
over ordinary brass pipe, such as threading and cutting more 
easily and forming a rounder and more satisfactory bend without 
danger of flattening. 

Inasmuch as the company planned to advertise the pipe, 
it was necessary to brand it in such a way that purchasers could 
identify it. The company decided to stamp at 12-inch intervals 
upon the pipe whatever trade name it was decided to use for the 
pipe. 

It was suggested that the company might sell the pipe simply 
as Chase brass pipe. This suggestion was rejected, however, 
because the company also sold other grades of brass pipe and 
because the company was particularly desirous of stressing the 
fact that the new pipe was different from other brass pipes on the 
market. The company finally decided to call the pipe Alpha 
Brass Pipe; and this name it had registered. The name was 
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derived from the fact that the pipe for which it was to be used was 
composed entirely of so-called Alpha crystals rather than of Beta 
crystals. This was explained as follows in a pamphlet prepared 
by the company. 


There are two kinds of crystals—Alpha and Beta. 

Alpha crystals are dense, ductile and tough. 

Beta crystals are strong but brittle, and worst of all will cor- 
rode much the quicker. 

It is obvious, therefore, if a brass that will resist corrosion is 
wanted, one would be chosen that has none of the weakening Beta 
in it, but is composed entirely of Alpha crystals. 

Now, brasses that contain only Alpha crystals are made of 
mixtures of copper and zinc having from 63% copper up. Below 
63% copper the crystal structure of the brass begins to change 
and Beta crystals begin to form. In brass alloys containing 
between 63% and 55% copper we find an intermediate stage 
where the brass is made up of both Alpha and Beta crystals. 

Decreasing the amount of copper in brass, down around 56% 
copper, there will be only Beta crystals and no Alpha at all. 

Ordinary brass pipe is made from the “Muntz” alloy which 
runs between 60% and 63% copper and falls in this second class, 
the Alpha-Beta crystal structure. 

It has been determined and proved, both in the laboratory and 
by the examination of corroded brasses, that the Beta grains will 
be first attacked by corrosion and the Beta brass will be entirely 
eaten away before the Alpha crystal brass is even affected. 

It is obvious from the above that, as we wanted to make a better 
brass pipe, we decided to make a brass pipe composed entirely of 
Alpha brass. We, therefore, chose a copper and zinc mixture which 
contained 6614% copper, which was safely over the border-line of 
the Alpha-Beta region into the all-Alpha region. 


The company further decided to call the pipe merely Alpha 
Brass Pipe rather than Chase Alpha Brass Pipe, although the 
Chase name would be used freely in the advertising. Calling 
the pipe simply Alpha Brass Pipe, in the company’s opinion, 
minimized the possibilities of confusion and of substitution. If 
house owners, plumbers, contractors, and architects knew the 
pipe merely as Alpha pipe, they, if they wished that pipe, would 
specify Alpha pipe and wholesalers would have to supply it. 
If, on the other hand, the pipe was called Chase Alpha Brass 
Pipe, they might ask simply for Chase pipe or might assume that 
there were other kinds of Alpha pipe than that sold by the Chase 
Companies, Incorporated. 
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The company sold its brass pipe to wholesalers who resold 
to plumbers. It did not grant exclusive sales territories to its 
wholesalers but sought as dense distribution as possible. It 
was the company’s observation that plumbers as a rule bought 
regularly from the same wholesale sources, in part to secure 
favorable credit terms. The Chase salesmen who sold to plumb- 
ing wholesalers also visited purchasers of other types of Chase 
products. 

In each purchase of pipe for a plumbing installation there 
were, typically, four individuals who might influence the selection: 
the house owner, the plumber, the building contractor, and the 
architect. Those, consequently, were the individuals whom 
the company was interested in reaching through its advertising. 
It was better, in the company’s opinion, to work through those 
individuals back to the wholesalers than to concentrate sales 
efforts on the wholesalers. The company decided to direct its 
advertising in the first instance to plumbers, architects, contrac- 
tors, and wholesalers and not to advertise to house owners. 
Advertising to consumers, it was thought, might later be under- 
taken if the original advertising proved effective. The company 
used trade paper advertising chiefly; it also used direct mail 
advertising to some extent. 

As a further sales argument, it was proposed that the company 
should guarantee its Alpha Brass Pipe. A guaranty of quality 
and composition, however, was deemed insufficient. The com- 
pany decided to agree to replace any imperfect pipe returned 
by its customers with new pipe and to pay all the shipping costs 
involved in the transaction. It also decided to agree to remove, 
at its own cost, any pipe proved imperfect after installation and 
to install new pipe, also entirely at its own cost. The guaranty 
adopted read as follows: 


ALPHA BRASS PIPE 
Guarantee 


Alpha brass pipe has the Alpha trade-mark stamped approxi- 
mately every 12 inches along every length. 

Alpha brass pipe contains not less than 65% copper, 0.4% 
lead, and the balance zinc. 

Alpha brass pipe, }4’’ to 4” inclusive, is subjected to 2,500 
pounds water pressure per sq. in. and all sizes above 4’” to 1,000 
pounds water pressure per sq. in. aon 
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Alpha brass pipe will withstand being bent cold through 180° 
(around a pin 14 times the inside diameter of the tube) without 
cracking. 

Alpha brass pipe, properly used, will cut and thread easily and 
make good sharp threads. 

Alpha brass pipe is straight, sound, and uniform. It will not 
vary more than 5% over or under the standard weights. 

Alpha brass pipe is given a special tempering treatment that 
removes all possible stress or strains in the metal which might cause 
splitting or cracking. 

If Alpha brass pipe, when properly used and installed, is unsatis- 
factory in any of the above ways, we will, after any necessary inves- 
tigation, immediately and willingly make the following reparation: 

(1) Any such imperfect pipe will be replaced with pipe meeting 
these specifications without any charge to the customer for the 
new pipe or shipping costs. 

(2) If such imperfect pipe is discovered after it has been installed, 
we will pay the labor cost of removing the unsatisfactory pipe, 
we will furnish pipe that will meet these specifications free of all 
charges, and will also pay for reasonable labor costs of installing 
the new pipe. 


The company further decided to experiment with the use of 
missionary salesmen. It employed three men to visit architects 
to introduce Alpha Brass Pipe to them and to encourage them 
to specify use of that pipe in the houses which were being built to 
their plans. The company could secure current data as to new 
buildings, and the names of the architects employed, from build- 
ing statistics. In 1928, after four years, this missionary work 
with architects still was being carried on, and the company 
was satisfied that it was a profitable form of sales promotion. 
Prior to 1928, the company did no missionary work among 
plumbers. At that time, however, the company employed a 
missionary salesman to visit plumbers. He was expected to 
describe the merits of Alpha Brass Pipe to the plumbers and to 
advise them of the company’s guaranty. He would take no 
orders. The company did not expect to employ men to call 
regularly upon plumbers. The object of the visits was to famil- 
iarize the plumbers with the pipe, and the company anticipated 
that one or two visits would be adequate for this. The company 
did not employ missionary salesmen to visit building contractors. 
In the first place, there was a very large number of them, and, in 
the second place, contractors, it was stated, rarely specified 
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plumbing materials, but rather left decisions on that point to the 
plumbers to whom they gave contracts. 

In 1928 the company also began to advertise Alpha Brass 
Pipe to house owners by means of the Saturday Evening Post. 
The company was of the opinion that its pipe was sufficiently 
well known to architects and plumbers, and that sufficient evi- 
dence had been received of a market for the pipe, to warrant 
advertising to consumers. In the four years since it had begun 
to market Alpha pipe aggressively its sales of brass pipe had 
increased 400%, most of this increase being in sales of Alpha 
pipe itself. 

Advertising expense was about 5% of sales of Alpha Brass 
Pipe. The company was of the opinion that the full cost of the 
advertising could not properly be charged against Alpha Brass 
Pipe, however, inasmuch as the advertising of that pipe was 
expected to aid in the sale of various other items which the com- 
pany had begun to sell and which it later expected to advertise. 

When the company decided to market an improved pipe 
under a distinctive trade name, it had anticipated that it would 
be able to obtain a better price for it than was obtained by manu- 
facturers of inferior brass pipe. When it first placed its Alpha 
Brass Pipe on the market, however, the company had not sought 
a higher price, and the result had been that manufacturers of 
inferior pipe lowered their prices to wholesalers. When this 
was done, some of the wholesalers selling Alpha Brass Pipe sought 
lower prices on that pipe. The company would not lower its 
prices and, on the contrary, anticipated that eventually it would 
be able to secure slightly higher prices, more nearly commensurate 
with the improved quality of its pipe. At any rate, its marketing 
program for the pipe served to steady its prices and to lighten 
price competition on the line. 

In 1928 the company had a further problem, allied with 
its earlier problem of selecting a trade name for its Alpha pipe. 
For some time the company had been making small quantities of 
pipe from what commonly was known as red brass. Red brass 
pipe was suitable for use in areas where the water was so bad as to 
affect even Alpha pipe. The company had made no concerted 
effort to market its red brass pipe, but it expected to do so and 
was called upon to decide whether it should sell that pipe under a 
special name or merely as Chase red brass pipe. It was suggested 
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that it might be called Red Alpha or Red Devil brass pipe. The 
designation Alpha was as applicable to red brass pipe as to that 
of which the company’s Alpha pipe was made, since both were 
composed entirely of Alpha crystals. Chase red brass pipe, how- 
ever, unlike Alpha brass pipe, had no features which distinguished 
it from high-grade red brass piping made by other manufacturers. 
For this reason, the company decided not to apply a special name 
to it, but to sell it simply as Chase red brass pipe. 


CoMMENTARY: The Chase Companies, Incorporated, enjoyed no 
brand discrimination in favor of their product in the pipe market in 
1922, but within six years thereafter that marketing advantage had 
been obtained. The methods by which that end was achieved are 
worth examining. 

The difficulties which stood in the way of achieving brand dis- 
crimination were: first, the fact that brass pipe had been sold exten- 
sively theretofore without brand discrimination; second, the higher 
price of brass pipe; third, the long life of the product; and, fourth, 
the character of the market. 

The fact that brass pipe had been sold extensively without branding 
meant that, in order to secure brand preference, the company had to 
change an established market practice. The higher price of brass 
pipe, in the second place, made it necessary to establish a preference 
for brass pipe over iron pipe before preference for a particular make of 
brass pipe could be stimulated. The long life of the product, in the 
third place, was an obstacle to securing brand preference, because 
it meant that there were no repeat purchases by many consumers, 
hence little opportunity for creating a habit among them of buying 
by brand. Since the product was not of a display type, it was far 
more difficult to induce brand preference among new purchasers than 
was the case with other articles of long life that were kept on display 
by their owners. The character of the market, finally, presented 
difficulties because the decision to purchase was a composite decision, 
in which the building owner was influenced by the architect, the 
plumber, and the contractor, any one of whom might tend to thwart a 
carefully nurtured program for brand discrimination, 

In order to provide means whereby the handicap arising out of 
the traditional practice of marketing unbranded brass pipe could be 
overcome, the company developed a new type of brass pipe which had 
increased durability and which could be installed with especial facility, 
because of its superiority to other brass pipe in threading, cutting, and 
bending. The development of this new type of brass pipe afforded a 
rational basis for brand preference. It also gave opportunity for 
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demonstrating the reasons for the higher price and the manner in which 
higher original cost was to be offset by lower upkeep cost. The first 
and most vital step, therefore, toward establishing brand preference 
was product differentiation by means of features of genuine superiority. 

A trade-mark could be affixed readily to the product and the com- 
pany chose a distinctive, phrasable trade-mark, thus providing for 
means of identification. 

With a basis for brand discrimination established and with means 
of identifying the product provided, the next step was to determine 
the methods for exerting influence on the company’s composite market. 
As has been pointed out, consumers made few repeat purchases and 
the product was not of a display type. Hence the initial attack upon 
the market was to influence the architects, whose advice largely 
governed the decisions of consumers on such a technical matter, and 
to acquaint plumbers with the merits of the product, particularly the 
facility of its installation, in order to lessen resistance in distribution. 
That task was performed by means of advertising and missionary sales 
work. Advertising also was relied upon to prevent friction arising 
with wholesalers and contractors. Since the appeal was to rational 
motives, “reason why” copy, with statements of specific facts and 
reasons for the use of Alpha Brass Pipe, was employed. The guarantee 
served to inspire confidence by demonstrating the extent to which the 
company was prepared to stand behind its product. Thus the plan 
was logical and well-coordinated. 

The results of the execution of this program were to enable the 
company to utilize surplus manufacturing capacity, and to stabilize 
its market. 
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importer, method of payment 
see also Textiles 
Work force regulation, curtailment 
in period of sales decline 
proposed in tool maintenance 
department 
Working capital, impairment, effect 
on dividends 
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